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Breadth Makes the Man 


The School of Commerce, Accounts and 
Finance of New York University has main- 
tained a leading position in accounting instruc- 
tion since 1900. It was established through the 
influence of a large group of Certified Public 
Accountants in New York. 


These leaders, men of broad vision, realized that those who 
were to be admitted to the professional ranks had to have 
thorough training in all the fundamentals of business, in 
addition to specialized training in accounting. 


Men who know accounting, but do not know business, may not be 
good accountants. 


Breadth of training rather than narrow accounting technique has 
been the keynote of School of Commerce instruction since its be- 
ginning. Its graduates are business men with accounting training. 
Their knowledge carries them beyond the confines of the accounting 
department into the broader phases of business relations. This explains 
the rapid advancement of many of them into executive positions. 


Wide Range of Subjects 


Instruction in 170 subjects is given by a faculty of over 100 men. In the 
faculty are included twelve Certified Public Accountants. Accounting study 
is accompanied by well-correlated training in economics, finance, law, or- 
ganization, management, marketing, English, insurance and many other 
fields of business. 
Evening Courses 

The four-year evening course leads to degree of Bachelor of Commercial 
Science. Men and women over 21 years of age, not graduates of a high 
school, are admitted as Special eh ony 


if you are interested in the kind of training given to 4,396 resident students 
in 1916-1917, call or write for Catalog No. 1017. 


Major B. Foster, Secretary 
New York University School of 


Commerce, Accounts and Finance 


32 Waverly Place, New York On Washington Square 
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American Institute of Accountants 
Report of the President* 


It is hard to realize that a year has rolled by since you elected 
me president of the institute and that the time has come when I 
must give an account of my stewardship. 

A year ago we decided to change the form of organization, 
and from being an association composed of state societies of 
accountants, became an institute composed of individual members, 
This change was unanimously agreed upon—although some of us 
may have had misgivings as to whether we had decided wisely— 
but now there is not any doubt of the wisdom of the change, and 
I am sure that it was made none too soon. 

The year has been a very active one and the committees have 
been called upon to give much attention to the matters submitted 
for their consideration. 

The council meeting held in New York on April 9 was attended 
by twenty-eight members out of thirty-nine—a highly satisfactory 
attendance, members being present from Seattle, Portland 
(Oregon) and San Francisco. 

At this meeting, in addition to discussion of the various 
committees’ reports submitted, there was special discussion of the 
report of the committee on professional ethics; and a standard of. 
ethics was accepted and laid down, which has been printed as 
Rules of Professional Conduct and sent to all members. It is 
right and proper, of course, that we should have rules of profes- 
sional conduct, but I cannot help thinking that each member of the 





* Presented at the annual meeting of the American Institute of Accountants, 
Washington, D. C., September, 1917. 
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institute should have such a pride in the profession that his own 
standard of ethics should be even higher than those which were 
adopted ; and I feel sure that the time will come when, rigid as are 
the rules laid down at the moment, they will be revised and made 
still more rigid. 

During the year the institute has been in close touch with 
the various state societies throughout the country, has done every- 
thing in its power to assist them, and has suggested to C. P. A. 
applicants for admission to the institute the desirability of joining 
the state societies. 

I had the pleasure of attending the tri-state meeting of the 
Delaware, Maryland and Virginia societies held in Wilmington, 
Delaware, on April tenth and eleventh, and congratulate those 
societies on being able to get together so efficiently, and also on 
the quality of the papers and discussions. 

The Journal of Accountancy continues to increase its cir- 
culation and has maintained the standard of efficiency which the 
committee on publication has set for it. It is a source of income 
to the institute, and we should endeavor to obtain new subscribers. 

The nation’s entrance into the world war on the sixth of 
April, after submitting to insults and indignities which only a 
nation desirous of maintaining neutrality would have accepted, 
has changed the whole trend of our national life and given us 
but one object as individuals and as a nation to which we are to 
devote ourselves—the overwhelming of the enemy. 

Your executive committee on the declaration of a state of 
war with Germany immediately took up the discussion as to how 
best the institute might support President Wilson and the admin- 
istration, the outcome being, as you know, the appointing of an 
institute defense committee, which was constituted the account- 
ancy committee of the General Munitions Board of the Council 
of National Defense, and has now become the accountancy com- 
mittee of the War Industries Board. 

This committee, paying its own expenses and serving without 
any remuneration, has worked faithfully and unstintingly for the 
government and our profession. It has accomplished many things, 
and was able to obtain the services of fourteen members as 
divisional auditors in charge of the accounting at the canton- 
ments which are now in course of construction. 
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It also suggested other accountants to determine for the 
surgeon general’s department what per cent. of overhead should 
be added in certain contracts, and has given its opinion and 
advice on many questions arising in connection with cost, in what 
are commonly known as “cost-plus contracts.” 

You will not expect me to go into details regarding this com- 
mittee’s work at this time, for there are many things that it 
would not be expedient to disclose and others which I would not 
be at liberty to mention. Before I leave the subject, however, 
I would say that I am convinced the institute has attained a posi- 
tion which will benefit all its members in the future, if not in 
the present, and has been able to place the profession in a position 
which I very much doubt could have been attained had we been 
organized as we were a year ago. 


The response of the members to the call for service was simply 
splendid. At no time since the war began have individual mem- 
bers refused the call of the institute, but in almost every instance 
have placed themselves unreservedly in the hands of the defense 
committee and undertaken government assignments at much incon- 
venience to themselves. It is such loyalty as this which makes 
a society of professional men worth while. 


The institute held its first examinations, both oral and written, 
on June fourteenth and fifteenth last, the result being that out 
of one hundred and twenty-one candidates for admission ninety- 
three successfully passed the examinations, twenty-four being 
admitted as members and sixty-nine as associates, while thirteen 
failed in one subject and are eligible for re-examination. This, 
I feel sure you will agree with me, is a satisfactory result of the 
first examinations, and now that the questions can be scanned by 
those who wish to enter the institute, I think we will have many 
more applicants for future examinations. 

One very satisfactory condition prevails, viz., that several 
state boards of examiners adopted the questions set by the insti- 
tute, and the examinations in their states were held simultaneously 
with those of the institute. I need not dwell further on this, as 
the matter will be dealt with in other reports. 

I take this opportunity to thank the members of the board of 
examiners, on behalf of myself and the institute, for the vast 
amount of time which they have devoted to their work, and to 
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assure them that had I realized how much work would devolve 
on them I might have hesitated to ask any member to give up 
so much of his time. 

In February last Mr. George O. May made the splendid offer 
on behalf of himself and partners to start an endowment fund 
to provide permanent headquarters, statistical department, etc., 
for the institute, with the details of which you are all familiar, 

I wish, however, to bring before you the main thoughts con- 
nected with the establishing of this endowment fund: 


1. The intention is to raise a fund of $150,000, the interest 
from which would, together with an amount equal to 
the rent at present paid, pay the rent of more desirable 
headquarters and the salaries of a librarian and a 
statistician. 

2. That at headquarters we should have a library available 
to the members. 

3. That in the library should be available such statistics 
bearing on accounts, accountancy and related subjects 
as may be obtainable. Beyond this, several of the 
larger firms of accountants which now have statistical 
departments have placed them at the service of the 
institute, withholding only matters which might be of 
a private or confidential nature. 

4. That at headquarters should be a meeting room and 
rooms available for out-of-town members at which to 
meet their clients or otherwise make use of when in 
New York. 

5. That through the statistician or the secretary of the insti- 
tute any members might submit questions confronting 
them in their practice on which they desired pro- 
fessional opinions other than their own. These opin- 
ions would be obtained and transmitted without the 
name of the inquirer or that of the member answering 
the inquiry being disclosed. 

6. Generally to make the members of the institute feel that, 
having desirable quarters, the profession was one in 
which every member had more than a passing interest. 

You all know how our meeting with each other at the conven- 
tions from time to time has brought us to a greater regard for 


244 

















American Institute of Accountants 


one another than when we only knew each other by seeing our 
names listed as members of the institute. You will all agree with 
me that our profession and the institute are making rapid strides, 
and I am convinced that the carrying out of the proposed project 
will make for still greater advancement. 

Unfortunately the war came on us and we were in a quandary 
as to how the matter should proceed. After careful consideration 
the executive committee, in consultation with the chairman of the 
committee on endowment and the chairman of the committee on 
collection of the endowment fund, decided to leave the matter 
in abeyance until October, when definite action looking to the 
establishing of the endowment fund will be taken and a way 
devised to meet the objection of certain members who, while 
absolutely in accord with the proposition, do not think the time 
propitious. 

As you are aware, for several years the American Association 
of Public Accountants had a federal legislation committee which 
was working in conjunction with the Federal Trade Commission, 
of which the Hon. Edward N. Hurley was chairman, This com- 
mittee continued in office after the organization of the institute. 
It gave its advice and opinions on several of the retail cost 
systems which the Federal Trade Commission had under consid- 
eration and discussed the question of audits and accountants’ 
certificates on balance-sheets in connection with loans by banks 
to borrowers. At Mr. Hurley’s request, the committee sub- 
mitted an exhaustive report on balance-sheet audits, which was 
very fully discussed with him and his assistants. About the time 
this was rounded out Mr, Hurley resigned as chairman of the 
Federal Trade Commission and turned the matter over to the 
Federal Reserve Board. After several discussions with Mr. 
Delano and other members of the Federal Reserve Board, in 
which Mr. Hurley participated, the treatise known as Uniform 
Accounting was issued, printed in the April issue of the Federal 
Reserve Bulletin, and reprinted and distributed in pamphlet form, 
a copy of which has been furnished to all the members. 

Many other matters have been decided in the ordinary routine 
of the institute’s business, all making, as I see it, for the advance- 
ment of the profession and the firm establishing of the institute 
as the pivotal point where the activities of the profession will be 
centered. 
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To all the committeemen who have served during the year 
my thanks are extended, especially to the executive committee, 
which has had many pressing matters to consider and has con- 
sequently had far more meetings than an ordinary year necessi- 
tates. 

Much has been accomplished by the education committee, but 
there is much ahead of it, for it seems to me that in order to 
popularize the institute examinations it should lay down a cur- 
riculum for accounting schools and colleges to follow, which 
would be acceptable to the board of examiners and the council, so 
that a student taking the course would have reasonable assurance 
of his ability to pass the institute examinations. 

I wish to thank you for your deep interest in the institute and 
loyalty to me and to express again the hope that you will do all 
in your power to bring the institute to the notice of those intend- 
ing to follow the profession and induce men to take the necessary 
steps to become members. Remember that the profession will 
outlive us, and our duty in the present is to do the best that is 
in us to make the profession respected and to build up for those 
who follow us. 

I cannot conclude without thanking the secretary, Mr. A. P. 
Richardson, for the admirable way in which he and his staff have 
conducted the institute’s business during the past year and for 
the valuable advice and assistance he has given me during my 
term of office. 

W. SAnpvers Davies, President. 


New York, September 1, 1917. 
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Comparative Value of Personal Reputation and 


Conferred Degrees” 


By Cart H. Nau 
Member, American Institute of Accountants 


The title of this address is not of my own choosing, but it 
is a subject upon which I have long entertained some more or 
less ill-digested, contrary, and, at times, opposite and mutually 
destructive opinions. 

Herbert Spencer in the opening paragraph of his essay on 
Education says: 


It has been truly remarked that, in order of time, decoration precedes 
dress. Among people who submit to great physical suffering that they may 
have themselves handsomely tattooed, extremes of temperature are borne 
with but little attempt at mitigation. Humboldt tells us that an Orinoco 
Indian, though quite regardless of bodily comfort, will yet labor for a 
fortnight to purchase pigment wherewith to make himself admired; and 
that the same woman who would not hesitate to leave her hut without a 
fragment of clothing on, would not dare to commit such a breach of 
decorum as to go out unpainted. Voyagers uniformly find that colored 
beads and trinkets are much more prized by wild tribes than are calicoes 
or broadcloths. And the anecdotes we have of the ways in which, when 
shirts and coats are given, they turn them to some ludicrous display, show 
how completely the idea of ornament predominates over that of use. Nay, 
there are still more extreme illustrations—witness the fact narrated by 
Capt. Speke of his African attendants, who strutted about in their goat- 
skin mantles when the weather was fine, but when it was wet, took them 
off, folded them up and went about naked, shivering in the rain. Indeed, 
the facts of aboriginal life seem to indicate that dress is developed out 
of decorations. And when we remember that even among ourselves most 
think more about the fineness of the fabric than its warmth, and more 
about the cut than the convenience—when we see that the function is still 
in great measure sub-ordinated to the appearance—we have further reason 
for inferring such an origin. 

It is not a little curious that the like relations hold with the mind. 
Among mental as among bodily acquisitions, the ornamental comes before 
the useful. Not only in times past, but almost as much in our own era, 
that knowledge which conduces to personal well-being has been postponed 
to that which brings applause. In the Greek schools, music, poetry, rhetoric, 
and a philosophy which, until Socrates taught, had but little bearing upon 
action, were the dominant subjects; while knowledge aiding the arts of 
life had a very subordinate place. And in our own universities and schools 
at the present moment the like antithesis holds. We are guilty of some- 
thing like a platitude when we say that throughout his after-career a boy, 
in nine cases out of ten, applies his Latin and Greek to no practical pur- 
poses. The remark is trite that in his shop, or his office, in managing his 
estate or his family, in playing his part as director of a bank or a railway, 
he is very little aided by this knowledge he took so many years to acquire 





* An address before the American Institute of Accountants at the annual meeting, 
Washington, D. C., September, 1917. 
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—so little, that generally the greater part of it drops out of his memory; 
and if he occasionally vents a Latin quotation, or alludes to some Greek 
myth, it is less to throw light on the topic in hand than for the sake ot 
ettect. li we inquire what is the real motive for giving boys a classical 
education, we find it to be simply conformity to public opinion. Men dress 
their children’s minds as they do their bodies, in the prevailing fashion. 
As the Orinoco Indian puts on his paint before leaving his hut, not with a 
view to any direct benefit, but because he would be ashamed to be seen 
without it; so, a boy’s drilling in Latin and Greek is insisted on, not 
because of their intrinsic value, but that he may not be disgraced by being 
found ignorant of them—that he may have “the education of a gentleman” 
—the badge marking a certain social position and bringing a consequent 
respect. 


The analogy is almost perfect, and the eminent philosopher’s 
statement that “dress is developed out of decorations” might 
readily be paraphrased to describe our own well-meant but, in 
part at least, misguided attempt to substitute the decorative 
bauble of a conferred degree for the warm and sheltering gar- 
ment of a personal reputation. 

With the history of what is known as the “C.P.A. move- 
ment” in these United States you are all more or less familiar. 
The report of the special committee on form of organization, 
which led up to the formation of the American Institute of Ac- 
countants, epitomized the conditions in the organization of the 
accountancy profession in this country, and proposed the pres- 
ent form of organization, as a partial remedy for the well- 
recognized defects which had developed in our former pro- 
gramme of attempting to establish professional standards and 
a professional solidarity by enacting statutes and conferring 
degrees. 

Innumerable instances of the futility of attempting to sub- 
stitute a degree for a reputation could be culled from the his- 
tory of the evolution of our prefession, from the passage of 
the first C. P. A. act in New York in 1896 to the formation 
of this institute, whose first anniversary is the occasion of our 
meeting here today. Suffice it to say that the formation of the 
institute was an attempt to nationalize the profession, with 
centralized control from within itself, in the place of the former 
scattering control which lacked uniformity of both aims and 
ideals, and which was influenced quite as much by political as 
by professional considerations. 

So far as I am concerned, I am for nationalization and 
standardization in everything from accountants’ societies to 
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divorce laws. Both historic precedent and my own observa- 
tions have firmly persuaded me that the best form of organiza- 
tion for a proiession is the iorm which will at least permit the 
proiession to attempt to regulate itself, and not a iorm based 
on regulation by statutes and their varied administration. 1 
long ago abandoned the idea that people can be made either 
wise or good by law. 

Our attempt in trying to regulate the profession by passing 
laws has now been supplemented by an attempt to regulate 
ourselves by precept and example, through the instrumentality 
ot an organization aiming to do nothing except to set a 
standard tor its own membership and thus to exercise a moral 
iorce in the community. 

The writer was very active in lobbying for and obtaining 
the passage of the Ohio C.P.A. law. One of the members oi 
the legisiature which finally passed the law was Frederick C. 
Howe, lawyer, author and sociologist, now commissioner of 
immigration at the port of New York. In reply to an argu- 
ment urging the merit of our bill upon him, Mr. Howe declared 
himself somewhat as follows: “I am afraid that what you are 
trying to do is to substitute a degree for a reputation.” ‘The 
remark has always lingered in my memory, and my subsequent 
observations have not lessened its force. 

Whether or not the American Institute of Accountants shall 
prove a better instrument than its predecessor, through which 
to advance the opportunity for worth-while service and to raise 
the standards, and thus the reputation, of our profession and 
its practitioners, depends entirely upon the wisdom and upon 
the fidelity to lofty standards and high purposes with which 
we undertake to regulate ourselves. The only thing we can 
hope for from the institute is that, by co-operative effort, it 
may succeed in so establishing a reputation for itself that the 
individual member may feel it desirable likewise to conserve his 
own reputation so as not to jeopardize his membership in the 
group which sets the standard. 

Think over the names of the men who tower above their 
fellows today, or who, in fame, have come down to us in the 
annals of our country or of the race. How many of them are 
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remembered by the learned degrees they happened to possess? 
Are they not remembered rather by what they were and by 
what they did? 


Who knows or cares to know what degree was ever con- 
ferred upon a Franklin, a Washington, a Jefferson, a Hamilton 
or a Lincoln; an Edison, a Whitney, a Howe, a Morse or a 
Fulton; an Emerson, a Sumner, a Lowell or a Howells; or upon 
any of the good and great who have contributed so much to 
our social, economic or intellectual progress? 


How many people know that Western Reserve university 
conferred a degree upon my famous fellow-townsman, Mark 
Hanna, whose chief contact with the interior of college life 
was his ability and disposition to provide endowments? Is Mark 
Hanna remembered by his degree, or is he remembered for his 
reputation as a maker of presidents and a doer of big things 
in a big way? 

If my memory is not at fault, it was Harvard university 
which made a practice of conferring the degree of LL.D. upon 
the governors of Massachusetts. Hence, all that was necessary 
to obtain this learned degree was to be politician enough to be 
elected governor. Harvard, however, made at least one excep- 
tion to this general custom. When Ben Butler was elected 
governor of the state, Harvard chose not to remember her 
long-established precedent. Butler, having offended the staid 
traditions was overlooked when the time came for this 
gracious, entirely harmless and useless piece of pleasantry. 
When Butler was twitted about the circumstance by some im- 
pertinent friend, his answer was, “Harvard can go to thunder 
with her old degree. I am the only governor Massachusetts 
has had for some time that could read the darned old parch- 
ment after he got it.” 


When I think of the fetish that some of us are disposed to 
make of our C.P.A. degree, I am sometimes reminded of the big 
fellow in Ade’s College Widow. He was kept in the college 
chiefly because of his physical size and his weight and value 
in the line-up of the college football team. You will remember 
how, after lagging behind year after year, he finally was 
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graduated, and, as he obtained his coveted sheepskin, how he 
waved it aloft and declared with great unction, “Educated, by 
God.” 

Of course, there is also such a thing as acquiring a reputa- 
tion of which none of us would feel especially proud. To 
establish a reputation and to achieve fame does not necessarily 
imply either merit or virtue. You will recall that, 


The youth who fired the Ephesian dome, 
Outlived in fame the pious fool who reared it. 


It is wholly possible for this institute and for the organized 
profession in this country to establish such a reputation that 
none of us would care to dwell upon our connection with 
accountancy. 

Many another institution in the history of the world, which 
had its origin in the loftiest motives and the highest purposes, 
drifted away from the principles and the spirit which animated 
its founders and lives to fame only to be execrated by posterity. 
Historical instances will at once occur to you, and it is not 
the purpose of this paper to enlarge upon this theme. I need 
only to call your attention, in passing, to several notable ex- 
amples of formalism and convention surviving after all of the 
original spirit had departed from a worthy institution. 

You will recall that the Inquisition, with all its atrocities 
and cruelties, had its origin in a movement that desired only 
the good of its fellows. 

The junkers were a secret society formed to combat the 
repressive imperalism of Napoleon. The present cataclysm of 
madness in Europe is the culmination of perverted junkerism. 

The guilds of medieval Europe were often employed as in- 
struments of oppression, and even the modern labor union, or 
employers’ association, has been known to be used in the 
interest of the cupidity of its faithless leaders, instead of the 
enlightened self-interest of its members. 

It is not by their titles, or honors or degrees, but “by their 
fruits,” says the Scripture, “ye shall know them”; and again, 
“The letter killeth but the spirit giveth life.” 

Everyone will agree not only that there is such a thing as 
personal reputation, quite distinct from any consideration of 
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either titles or degrees, but also that such a reputation may be 
very valuable to its possessor, indeed may far outweigh the 
scholastic honors or other “handles” which he may have the 
right to attach to an otherwise worthy and unblemished name. 


There is also such a thing as the reputation of a class, the 
reputation of a vocation, of a profession and of a people; and 
the reputation of one’s clan or group is quite as important as 
one’s individual reputation. This is the meaning of the modern 
tendency toward association and organization of those having 
common aims, common purposes, a common vocation or profes- 
sion. As members of a professional body, therefore, we should 
be quite as jealous of the reputation of the American Institute of 
Accountants as we are of our individual and personal reputa- 
tions. 

Yes, there is such a thing as personal reputation, just as 
there is such a thing as personal intelligence; but there is also 
such a thing as the intelligence of a position which is some- 
thing quite apart from and something more than.the intelligence 
of the person. We are often prone to ascribe our importance 
and our success to our personal intelligence, when indeed a 
large part of the credit is due to the intelligence of the position 
which we may happen to occupy. Perhaps the thought that 
I am trying to convey can best be illustrated if I ask you to 
go to your office some morning and take a look at the chair 
you sit in while functioning in the particular position in the 
economic game which it is your privilege to fill. Then inquire 
how much of the intelligence exhibited in playing the game 
belongs to yourself and how much of it belongs to the chair, 
to the position which you happen to fill. Will the game go on 
if someone other than yourself fills the chair, or will it stop 
because you are not there to fill it? Will the railroad continue 
to run because someone occupies the president’s or the train 
dispatcher’s chair, other than the one who thinks that the 
whole work depends upon him? Upon the other hand, what 
would happen if you were present but without a chair to 
occupy, a position to fill, a part in the game to play? Then 
ask yourself how much of the intelligence with which you 
credit yourself really belongs to the chair and not to you, to 
the position and not to the person. 
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In a similar sense the reputation of our profession and of 
its practitioners as a class is quite as important to the game we 
are engaged in playing as is the reputation of any single one of 
its practitioners. Consider what your opportunity as an 
accountant would be, did not accountancy itself establish a 
reputation for useful service in the business community. Is it 
not true that some part at least of what you deem to be your 
personal reputation, likewise does, in fact, attach to your posi- 
tion, to your profession, and not to yourself? It therefore 
becomes extremely important that every member of this insti- 
tute shall carefully regulate his own personal and professional 
conduct, and shall insist that every other member do likewise, 
in order that the profession itself, in its organized capacity as 
represented by the American Institute of Accountants, may 
deserve, and hence inevitably achieve, the kind of reputation 
which will result in widening the scope and in multiplying the 
opportunities for useful service of each individual member of 
the institute. 


253 











7 7 . o 
Accounting for Receiverships 
By Herspert C. FREEMAN 
Member, American Institute of Accountants 


Under federal practice, “a receiver is an officer appointed by a 
court of equity to assume the custody of property pending litiga- 
tion concerning the same.” This definition from the chapter on 
“Receivers” in Roger Foster’s Federal Practice may serve as 
an introduction to the consideration of the question of accounting 
for receivers, to indicate by its breadth the scope of receiver- 
ship practice from the legal point of view and the great variety 
of conditions with which the accountant may be confronted in 
entering upon an engagement in a receivership case. 

In addition to the broad class of receivership proceedings in 
the federal courts, which may be described as chancery receiver- 
ships, there is a more strictly defined class of statutory proceed- 
ings for the appointment of receivers, either in cases of bank- 
ruptcy or in circumstances comprehended by the laws of the 
various states. Legally, the nature of these statutory receiver- 
ships is sharply differentiated from that of the equity cases, and 
it is accordingly necessary for the accountant to recognize the 
distinction. 

At the same time, it is not necessary to assume that the 
accounting procedure will resolve itself into the same interesting 
diversities of form as the refinements of legal practice may give 
to the court proceedings. The accountant may very safely follow 
general principles, and the cases which demand special treatment 
will invariably be defined with such clearness as not to involve 
the danger of an unsuspected difficulty. 

Because of the general application of almost identical prin- 
ciples to accounting under the various classes of receivership 
(apart from any established requirements in certain states or 
jurisdictions as to the form of accounts to be filed in court by the 
receiver), the present discussion may be regarded as relating to 
receivers’ accounts generally, but more particularly to the accounts 





. * An address before the American Institute of Accountants at the annual meeting, 
Washington, D. C., September, 1917. 
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of receivers appointed by the federal courts, in which class are 
comprised practically all cases of receiverships of railroads and 
most of the receiverships of important industrial companies. 


It may not be out of place in a paper on this subject—though 
without presuming to do more than merely touch upon the tech- 
nical management of a receivership as represented by the orderly 
progress of the court proceedings—to endeavor briefly to outline 
the form which the great majority of the more important receiv- 
erships assume and the features in which administration of a 
property by a receiver differs from management under normal 
conditions. 


A receivership is essentially a measure for the protection of 
the rights of all parties in interest. The appointment of a 
receiver is, however, so serious an invasion or setting aside of the 
rights of private management of property that every possible 
effort will be made to avert the necessity for such action, and 
the court will exercise the utmost caution in granting an appli- 
cation. The court will not appoint a receiver without hearing 
the answer of the corporation, except in cases in which it appears 
that the property involved or the rights of the petitioner will 
suffer irretrievably by delay. From these conditions it results 
that in the great majority of cases the necessity for a receiver- 
ship has been admitted by the officers and directors of the cor- 
poration before the petition is filed, and, in order the better to 
protect the interests of all concerned by expediting the steps 
initiated by the filing of the petition, the procedure has been 
developed of obtaining so-called “consent receiverships.” 

A creditor with a domicile foreign to that of the corporation 
appears as petitioner in a general creditors’ bill filed in the United 
States district court for the district in which the principal operat- 
ing office of the corporation is situated, alleging, among other 
things, the inability of the corporation to pay its current obliga- 
tions as they mature and the imminent danger of injury to its 
property and business and praying for the appointment of a 
receiver. An answer is simultaneously filed by the company, 
admitting the allegations and joining in the request that a receiver 
be appointed; whereupon the court signs an order appointing a 
receiver or two or more joint receivers. Petitions are immedi- 
ately filed in every judicial district in which property of the cor- 
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poration is situated for similar appointments (ancillary receiver- 
ships) in those districts. The court in which the primary or 
principal bill is filed assumes the administration of the entire 
property, through the receiver. In the event of the receivership 
having arisen from the imminence of default under a mortgage, 
the trustees of the mortgage, upon the conditions precedent to 
foreclosure having developed, file bills in the same courts, the 
suits are “joined” and the receivers already named are also 
appointed in the foreclosure proceedings. 

This is not, of course, the invariable procedure. It is, how- 
ever, one of the very usual methods followed and possesses so 
many advantages from the legal point of view that it may be 
regarded as typical. That it lends itself on occasion to newspaper 
attack as constituting “collusion” or “conspiracy” does not reflect 
in any degree upon the wisdom or entire legality of the course 
outlined. 

Whatever the manner in which the step may be reached, how- 
ever, the first matter of importance to be considered by the 
accountant is the order appointing the receiver, following which 
there will issue from time to time various other orders of the 
court, each of which should be carefully studied. The orders of 
court in any given case practically constitute the law for that 
case and, to a very large extent, contain the specific instructions 
which alone will distinguish the accounting in one receivership 
from that in another, or, indeed, from the accounts of the same 
property under ordinary management. 

Certain general rules of law obtain governing those things 
which a receiver ordinarily should or should not do in admin- 
istering a property. As a matter of practice, however, the attor- 
ney for the receiver will, if he considers the conditions to be at 
all exceptional, obtain instructions from the court in the form 
of an order with regard to many matters even of this character. 

It may be advisable to digress at this point to mention the 
fact that in this country a receiver in the federal courts is gener- 
ally understood to exercise the functions of what under English 
law is described as a “receiver and manager.” The text-books 
may refer to a “passive” as distinguished from an “active” 
receiver. The distinction, however, lies solely in the form of the 


256 











Accounting for Receiverships 


order appointing the receiver. The expression “receiver” as used 
in this paper is understood to imply an “active” receiver, corre- 
sponding to a “receiver and manager” in England. 

Turning, then, specifically to the question of accounting, the 
subject may be considered as falling under the following heads: 
(a) The opening of the receiver’s books of account; 

(b) The accounting for the administration of the property ; 

(c) The forms of reports to be rendered from time to time 
to the court by the receiver; 

(d) The closing of the books of the receiver. 

The fact must also be kept in mind that the appointment of 
a receiver does not operate to dissolve the corporation. It con- 
tinues to exist, and in some respects remains a separate entity 
for accounting purposes. A fifth heading may thus be added: 

(e) The accounting records of the corporation as such. 

The forms of reports to be rendered to the court largely fall 
to be considered in conjunction with the discussion of matters of 
accounting under these various heads and will in part be so 
treated. 

THE OPENING OF THE RECEIVER’S BOOKS OF ACCOUNT. 

The order appointing the receiver should be studied carefully 
for the designation of the property of which the receiver is to 
take possession. In the usual class of appointments, however, 
the description is very broad and comprehensive, and “the effect 
of the appointment is to vest in the receiver as an officer of the 
court a qualified title to all the property of the corporation within 
the jurisdiction of the court and right of possession of such 
property for the purpose of administration so far as the purposes 
of the trust require.” (Thompson, on Corporations.) The 
receiver takes the property subject to existing liens. 

The order of appointment almost invariably instructs the 
receiver to file with the court within a specified time or as soon 
as possible a report of the property coming into his possession, 
and it is customary, or the receiver may be directed, to give the 
court such information as may be available of the liabilities of 
the corporation in respect of which claims may be expected to be 
made against the property. 

In opening the books of the receiver, however, consideration 
need only be given to the items of property, disregarding at the 
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outset the question of liabilities entirely, except to the extent of 
making notations of actual liens upon any of the property. 


The situation calls for a balance-sheet audit, as expeditious 
as may be, of the corporation, as of the date of the receivership, 
with an adjustment of the accounts as far as may be found 
necessary upon the books of the corporation, and a closing as at 
the end of a fiscal period. 

A physical inventory of merchandise should be taken as of 
that date, if such a course is practicable. If this would jeopardize 
the progress of work on hand, however, and the system of 
accounting comprehends a reliable book inventory, this step may 
be delayed for a short period and any adjustment found to be 
necessary applied back upon an equitable basis. 

In any event, however, the status of merchandise received 
during the period immediately preceding and following the 
receivership requires to be definitely established. Whether a 
physical inventory is taken or not, the records must be kept open 
and all liabilities brought into account in the “prior” period for all 
goods actually received up to the date of the receivership. As to 
goods in transit at that time, the vendor may exercise the right 
of stoppage in transit. Broadly speaking, however, the receiver 
will only accept goods received subsequent to his appointment, 
even though shipped before, if he intends to use them in his 
management of the business, and in that event he will accept 
them as his own liabilities. 

Contra accounts in the various ledgers should be offset where 
no question exists as to the right of offset. Outstanding bank 
cheques should be set up as liabilities and added back per contra 
to the bank balances. In the event of there being notes or loans 
payable to the banks, the latter will probably seek to apply any 
bank balances they may hold in reduction of the indebtedness to 
them. Such an offset and any of a similar character should only 
be recorded upon the specific instructions of the attorney for the 
receiver, who may find grounds for challenging the right claimed. 
It may be appropriate here to state that there should be no off- 
setting of prior liabilities against receiver’s accounts. 

Accrued items, both receivable and payable, should be calcu- 
lated and brought into account up to the date of the receivership. 
Depreciation should similarly be charged off, the necessary 
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reserves for bad debts and discounts created, and all other entries 
made in respect of the broken period corresponding to those 
which would be made at the close of the fiscal year. 

A journal entry will be made recording the fact of the appoint- 
ment of the receiver, and transferring to an account designated 
“John Doe, receiver,” all the asset accounts representing the 
property of which he has taken possession, including such as 
may be in the hands of third persons claiming liens upon it. 
Against such assets there will be transferred to the credit of the 
receiver any reserve accounts applicable in reduction of the book 
values, such as reserves for depreciation, bad debts, discounts, 
etc., but no liability accounts of any kind will be transferred. 

Treasury stock accounts should not be transferred; neither 
does it appear advisable to transfer accounts representing good- 
will, patent rights, franchises, etc., if carried separately, other 
than at nominal values for purposes of record. 

The receiver’s books will then be opened with entries of an 
exactly contrary nature, charging the various asset accounts, 
crediting the reserves against them, and crediting the net total to 
an account designated “The A. B. C. Corporation, in receiver- 
ship.” In making these opening entries the narrative should 
contain proper notations of liens against the various properties, 
but neither these nor any other liabilities should be taken up as 
such on the receiver’s books. 

The propriety may be questioned of taking up fixed assets 
on the receiver’s books, on the ground that the actual value is as 
a general rule indeterminate, and that the receiver takes possession 
of, but not title to, the property, which further remains sub- 
ject so far to the lien of mortgages and all charges ahead of 
the general creditors. This appears, however, to be an unneces- 
sarily arbitrary distinction to make, and the better practice seems 
to be to take such property on the receiver’s books. The receiver 
should in any event charge depreciation on such property against 
his operations before determining the results of his management 
of the business. 

A somewhat interesting variation of the orthodox method of 
treatment of receiver’s accounts was that adopted in a certain 
railroad receivership. The accounts as determined at the date of 
the receivership were carried forward as a whole without change 
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on a ledger described as the “prior” ledger, while the “receiver’s” 
ledger proper took up only the operations after the date of the 
receivership, together with all sums realized from the liquidation 
of “prior” accounts and all payments made on account of “prior” 
liabilities. The two last-mentioned classes of transactions were, 
of course, reflected in the “prior” ledger and constituted the 
controlling account between the two ledgers, which were operated 
in effect as one set of books. The advantage of this method lay 
in the fact that the receiver’s books were kept absolutely free of 
adjustments or unrealized values in respect of the prior period: 
the disadvantage consisted in the necessity for maintaining in 
every case the distinction between the accounts on the two ledgers, 
with the controlling columns required to preserve that distinction 
throughout the system of accounting. The result was, however, 
both successful and instructive. 

ACCOUNTING FOR THE ADMINISTRATION OF THE PROPERTY. 

The consideration of this division of the subject may best be 
approached by following the line of thought developed by the 
preceding section. 

The receiver’s books are presumed to have been opened upon 
the basis of taking up all the assets of the corporation, less exist- 
ing reserves, to reduce them to actual values, or to depreciated 
book values in the case of fixed assets, without recording any 
liabilities except in the form of memoranda of known liens upon 
any of such assets. 

Nevertheless, the receiver will almost invariably be called 
upon—he will, in fact, be instructed by orders of the court—to 
discharge certain of the liabilities existing prior to his appoint- 
ment out of the funds passing into his hands. Certain claims are 
preferred as a matter of law, but instructions for their payment 
are, as a general rule, either contained in the order appointing 
the receiver or in an order subsequently obtained. 

Wages, taxes, trust funds and liens of which the payment 
is necessary for the protection of the property are examples of 
claims which are entitled to a preference. In the case of rail- 
roads and other quasi-public corporations, the law recognizes a 
preference in favor of the class of so-called “six months’ claims” 
—that is to say, vouchers and supply accounts incurred within 
a limited time (not necessarily restricted to six months) in the 
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operation of the property. In one case the receiver was ordered 
“to pay out of the funds coming into his hands . .. . the cur- 
rent and unpaid payrolls, vouchers and supply accounts incurred 
in the operation of said railroad system at any time within six 
months prior hereto.” In another case (a more recent example) 
the order read “to pay . . . . any unpaid payrolls, vouchers and 
supply accounts heretofore incurred in the operation of said 
railroads.” This rule may be broadened somewhat to cover the 
case of private corporations. Almost invariably, however, the 
attorney for the receiver will obtain an order from the court 
authorizing such payments. 

On the books of the receiver the payments of these items 
should be charged to a special account designated “The A. B, C. 
Corporation, in receivership, preferred claims paid,” or, if such 
claims fall within several well-defined groups covered by specific 
orders or sections of orders, an account may be opened for each 
group. Such account or accounts will eventually be applied in 
reduction of the account representing the net balance of assets 
taken possession of by the receiver, but in the meantime will be 
carried as a receiver’s account representing a part of his account- 
ing for funds coming into his hands. 

On the books of the corporation the payment of such pre- 
ferred claims will be reflected by a charge to the liability accounts 
and a credit to the receiver. 


In order to break as little as possible the continuity of the 
accounts, it is proper to treat payments maturing subsequent to 
receivership and accrued partly on the books of the corporation 
and partly as expenses by the receiver (e. g., taxes) in a similar 
manner to the foregoing class of preferred claims, to the extent 
of the proportion accrued to the date of the receivership on the 
books of the corporation. 

Allusion may be made here to the question of interest upon 
obligations of the corporation. Such interest continues to run, 
but it runs against the corporation and not against the receiver. 
It should accordingly be accrued as a liability in the usual man- 
ner upon the books of the corporation. The receiver will not pay 
such interest without an order of the court, though on the other 
hand it has been held in a recent case that, where failure to pay 
such interest constitutes default under a mortgage, the receiver 
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should apply to the court for instructions before permitting this 
to occur. In the event of payment being ordered by the court it 
appears preferable, again to preserve the continuity of the 
accounts, to charge the proportion accrued to the date of the 
receivership to one account, under the description of “The A. 
B. C. Corporation, in receivership, accrued liabilities at date of 
receivership paid,” and the proportion accrued subsequent to that 
date to a separate account, “The A. B. C. Corporation, in receiver- 
ship, interest paid.” Both portions will be treated as payments 
made on account of the corporation and not as charges against 
the receiver’s operations even as to the portion accrued during 
the receivership. 

As to other charges which accrue regularly and mature for 
payment at stated intervals—as, for example, lease rentals—the 
position is somewhat different. It is as a general rule open to 
the receiver to adopt or to disaffirm such obligations. If a 
receiver elects to continue as tenant under a lease, the rental 
accruing after his appointment of necessity constitutes a charge 
against his operations as such, and does not fall to be treated as 
a payment made for account of the corporation. 

Upon the appointment of a receiver the right of the officers 
of the corporation to salary is terminated. The receiver may, 
however, appoint the same individuals to act as officers under 
his administration at such salaries as may be agreed upon, which 
will, of course, constitute charges against the receiver’s opera- 
tions. 

A receivership generally entails a certain amount of expense 
not normally incurred by a corporation. Such expense, including 
the fees of attorneys, accountants and other experts, and sums 
drawn on account from time to time by the receiver should be 
charged to a special expense account, described as “receivership 
expenses.” 

Apart from such slight variations as those indicated, the 
endeavor should be made in a receiver’s accounts to render the 
results as nearly as possible uniform and comparative with the 
previous accounts of the corporation, in order that those inter- 
ested in the reorganization of the property or the receiver him- 
self, in attempting to dispose of the property as a going concern, 
may be in a position to present to prospective purchasers or finan- 
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ciers accounts for a series of years in comparative form. Even 
in cases in which the system of accounts previously in operation 
is found to have been defective, it is advisable to arrive at results 
in such a manner that the old and the new figures can be 
expressed, broadly speaking, in the same terms. The failure to 
do this—the failure, particularly, to provide for exhibiting as 
great a degree of detail in the accounts as formerly—may prove 
embarrassing at a time when it is desired to submit to bankers 
for preliminary consideration, before investigation, the accounts 
for a number of years, embracing the receivership period and 
prior years. 

The receiver’s accounts should be closed at regular intervals 
upon the same dates as the accounts of the corporation were 
previously closed. The first closing will comprise the broken 
period from the date of the receivership to the end of the regular 
fiscal period of the corporation. In this manner, also, the orderly 
sequence of the accounts by fiscal years is preserved. 

In certain instances, however, notably in the case of the dis- 
avowal of leases or guarantees of interest or dividends on securi- 
ties of subsidiary companies, the circumstances necessitate a 
radical departure from previous methods of accounting. This 
condition frequently arises in railroad cases. The order appoint- 
ing a receiver may direct him to take possession of and to manage 
the properties of such lessors or subsidiaries, but the fact of his 
doing so will not operate as an acceptance by him of the lease 
or of the terms of the guarantee. The federal courts have held 
that the receiver holds the leasehold estate “as he would hold 
any other personal property involved, for and as the hand of the 
court and not as assignee of the term.” During a reasonable 
time, in which the receiver has to determine whether or not to 
accept the lease, he is regarded as having operated the property 
for the account of the lessor, if he elects not to adopt the lease. 
Accordingly, in cases in which the operations of leased property 
have practically, under normal conditions, been merged with the 
operations of the lessee, or where the property of a subsidiary 
wholly owned, except as to an outstanding bond or preferred 
stock issue guaranteed as to income, has practically been treated 
as part of the property of the holding company, it becomes neces- 
sary immediately to institute an accurate system of accounting 
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If 


between the corporation and the lessor or affiliated company. 
the receiver disavows the lease or the guarantee, the net profit 
for the period will be credited or the net loss charged to the 
other company. The court would, however, order the payment 
of a reasonable rental in such cases, if the nature of the property 
was such as to render it of particular value to the corporation 
but of small independent earning power. The importance of 
distinguishing carefully between capital expenditure on such 
property and improvements on property owned outright is also 
apparent. 

In cases in which the assets are insufficient to meet the claims 
of all creditors in full, a question may arise as to the particular 
fund to which any net income realized from the operations of the 
receiver should apply. The principle appears to be that such net 
income belongs to the bondholders, at any rate from the date 
of the appointment of the receiver under the suit to foreclose the 
mortgage, and earlier if claimed by the mortgagee, except to the 
extent that it has been applied in payment of preferred claims. 
The question is largely a legal one and should be raised at an 
early date by the accountant, in order that the apportionment of 
the net income at the controlling dates may be provided for, if 
the necessity arises. 

The principle of the marshalling of assets may be raised by 
general creditors against secured creditors—that is to say, the 
general creditors may appeal to the court to compel secured cred- 
itors first to exhaust their security before claiming against the 
general estate. The resulting liquidation of the property pledged 
will be recorded in the same manner as the application of other 
assets to the satisfaction of liens. 

The only remaining point in connection with the current 
accounting to which attention requires to be called is the issue of 
receiver’s certificates. Receiver’s certificates are in the nature 
of certificates of indebtedness issued by the receiver by order of 
the court for money borrowed and secured by a lien upon the 
property in the possession of the receiver to the extent indicated 
on their face. A certificate issued without the order of the court 
would be a personal obligation of the receiver. The points to be 
considered with regard to receiver’s certificates are the concern 
of the lawyer rather than of the accountant. As far as the 
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accounting is concerned, the certificates of each series are credited, 
as sold, to a separate account for the series, which shows the due 
date and the interest rate. The order of the court defines the 
extent of the lien given to the certificates. 


FORMS OF REPORTS TO BE RENDERED FROM TIME TO TIME TO THE 
COURT BY THE RECEIVER. 


The receiver is almost invariably directed, in the order by 
which he is appointed, to cause to be prepared and to file with 
the court, either within a specified time or as soon as practicable, 
schedules of all the property, rights and assets which may come 
into his possession as receiver. Authority is frequently expressed, 
though it may always be regarded as implied, to employ such 
experts as may be necessary to enable this to be done. 

The receiver may thereafter be directed to file reports at 
monthly, half-yearly or other intervals, and a master will be 
appointed, as a rule, to pass upon the accounts presented. Par- 
ticularly in cases in which a property is being operated at a 
deficit, it is important that frequent reports be filed, in order that 
the financial situation may be brought to the attention of the 
court and instructions obtained in good season, before the posi- 
tion becomes too involved, as to the desirability of further opera- 
tion. Reports should in every case be rendered at least annually. 

In all these reports, the utmost importance should be attached 
to the narrative or comments accompanying the statements sub- 
mitted. The presentation of accounts and schedules in a clear, 
intelligible form is in the highest degree essential, but the theory 
upon which the accountant should endeavor to proceed is that 
the accounts and schedules serve to illustrate the receiver’s narra- 
tive report, and not the contrary point of view, that the narrative 
represents so much comment upon the statements which it 
accompanies. 

The attorney for the receiver will undoubtedly dictate or indi- 
cate broadly the form which the narrative should assume and 
will, in fact, in many instances personally undertake the prepara- 
tion of the report, depending upon the accountant for the figures 
and summaries of accounts which it comprises and for the 
accounts and schedules by which it is supported. It will facilitate 
this collaboration if the accountant will adopt a non-technical 
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form of language and expression, with a view to rendering the 
presentation of the matter as far as possible convincing and free 
from the necessity for further interpretation. 

The receiver’s first report to the court should contain, as 
before indicated, a statement of the properties in the hands of the 
court, divided very carefully as between permanent or fixed assets 
and current or liquid assets, analyzed according to location with- 
in the several jurisdictions in which ancillary receivership pro- 
ceedings have been brought, and classified as “pledged” or “free” 
assets, with a statement as to the liens to which the pledged assets 
are subject. 

It is not necessary in this report that any values should be 
placed upon the permanent or fixed assets. Whether such values 
are given or not, however, a reasonably comprehensive descrip- 
tion of the fixed assets should be given. If a value is stated, the 
basis upon which it is arrived at should be shown. A distinction 
should be drawn between property used in and necessary for the 
prosecution of the business of the company and. other property 
capable of realization without detriment to the going-concern 
value of the undertaking. 

Investments representing the control of subsidiary companies 
or of properties necessary to the business of the company should 
be classified as fixed or permanent assets. 

The schedules should naturally comprise more than mere 
tangible property. Leases, patent rights, rights of action and 
similar intangible items of value should be set forth. 

Reference may be made parenthetically to the fact that a 
receiver may recover assets misappropriated by the stockholders 
of a company and cause to be returned to him capital distributed 
as dividends. In exceptional cases only is it likely that such a 
right would be sufficiently definite to be asserted at the time of 
the filing of the first report. It is a point to be kept in mind by 
the accountant, however, in scrutinizing the books of the com- 
pany, and it may become his duty to suggest to the receiver that 
an investigation upon these lines might be productive of sub- 
stantial results. 

Accompanying the schedules of assets there will be given, for 
the further information of the court, schedules of the creditors, 
secured and unsecured, as far as can be determined from the 


266 





























Accounting for Receiverships 


books of the company, and any other data available to the 
receiver. These schedules will not constitute admissions in any 
sense of the validity of the claims. The liabilities will be classi- 
fied as to (a) claims in respect of which a preference may be 
asserted; (b) secured claims, with details as to security; (c) 
unsecured claims; (d) contingent claims. In the case of con- 
tinuing obligations, such as those under leases and guarantees, the 
aggregate liability should be computed to the end of the term, 
particularly in cases involving an early disposition of the property 
without reorganization. The law provides that the receiver may 
disaffirm any executory contracts not beneficial to the company. 
This will not, however, operate to prevent the other party to the 
contract from asserting a claim against the company (though not 
against the receiver) for any loss sustained by reason of such 
disavowal, and the liability under such contracts should be stated. 


Following the first report of the property passing into the 
hands of the court, there will be prepared, preferably at regular 
intervals, a series of reports showing the progress of the receiver’s 
administration of the property. It cannot be said that any uni- 
formity obtains as to the form which these reports should assume. 
Their purpose is manifold, and to meet varying conditions different 
forms may be adopted. The objects to be served in the prepara- 
tion of the reports are: (a) to demonstrate the extent to which 
the liquidation of the property taken over has proceeded; (b) to 
indicate the changes which have occurred in the status of the 
property; (c) to show the results of the operation of the prop- 
erty by the receiver; (d) to enable the court to appraise the value 
of the services of the receiver. These purposes can all to a 
substantial extent be accomplished by the presentation of accounts 
in the form known as an account charge and discharge. The 
receiver charges himself with: 


(1) The assets at the date of the receivership (or at the 
date of the last report), exclusive of permanent or 
fixed assets ; 


(2) Additions to such assets since discovered ; 

(3) Increments upon realization of such assets; | 

(4) Amounts realized from the sale of permanent or fixed 
assets ; 


267 








The Journal of Accountancy 


(5) Amounts realized from the sale of receiver’s certifi- 
cates ; 

(6) Increases in the amount of receiver’s liabilities ; 

(7) Gross income from the operation of the property. 

The receiver credits himself with: 

(1) Preferred or other liabilities of the company paid; 

(2) Decreases in the assets stated as taken over at the date 
of the receivership ; 

(3) Losses on realization of such assets ; 

(4) Expenditures on permanent or fixed assets ; 

(5) Receiver’s certificates repaid; 

(6) Decreases in the amount of receiver’s liabilities ; 

(7) Interest charges paid; 

(8) Expenses of operation of the property ; 

(9) Receivership expenses ; 

(10) The assets at the close of the period covered by the 

report, exclusive of permanent or fixed assets. 

In practice, this account should further be supported by: 

(a) Comparative balance-sheets of the receiver at the 
beginning and end of the period covered by the report ; 

(b) Income and expenditure or profit and loss account for 
the period ; 

(c) Abstract of cash transactions for the period. 

This last is largely optional. 

The balance-sheet may be a balance-sheet of the receiver 
alone, in which case payments of liabilities on account of the 
company will be carried as receiver’s assets, or the balance-sheets 
of the receiver and of the company may be shown in parallel 
columns and consolidated. 

The details should cover the changes occurring during the 
period since the last report, and, if desired, the cumulative figures 
for the entire term of the receivership to the date of the report 
may also be given. 

A form in which the theory of the account charge and dis- 
charge is preserved, though somewhat modified, consists in a 
statement upon the following lines: 


(1) Profit and loss account in summarized form, showing 
net income accruing to the receiver (excluding re- 
ceivership expenses) ; 


268 








Accounting for Receiverships 


(2) To which add: 
(a) Reductions in assets other than cash, less in- 
creases ; 
(b) Increases in receiver’s liabilities, less reductions ; 
giving total resources to be accounted for; 


(3) Accounted for as follows: 
(a) Liabilities of the company paid, 
(b) Expenditures on fixed assets, 
(c) Interest paid, 
(d) Receiver’s expenses paid, 
(e) Addition to cash on hand. 


Assuming that these reports are made at reasonably frequent 
intervals, it would appear that they may be in a brief summarized 
form. Reference to the form of accounts for fiscal periods will 
be made later. 

It is particularly important that a receiver should be in a 
position to support his accounts by proper vouchers, and he may 
be called upon by the master, upon the demand of any party in 
interest, to produce vouchers for all his disbursements in excess 
of a nominal amount, say $20.00. 

A report which will be called for in due course during the 
receivership is the schedule of claims filed as the result of adver- 
tising or calling for claims. This will not be done until an order 
is issued, and in most cases a master is appointed by the court 
to receive and pass upon claims. The claims filed will be recon- 
ciled with the records of the company and differences adjusted 
as far as possible with the creditors. The schedules will then 
be filed with the master as soon as practicable, with comments 
upon any discrepancies as to the disposition of which it has been 
found impossible to agree. Such cases will be passed upon by 
the master. 

It is advisable that the final report of the court should contain 
a general summary of the main features of the transactions 
carried out under the management of the receiver for the entire 
duration of his appointment. This will assist the court in deter- 
mining the proper remuneration to be allowed the receiver. In 
comparatively small cases a percentage basis may be adopted in 
fixing such remuneration, five per cent of the sum of the receipts 


269 











The Journal of Accountancy 


and disbursements being not unusual. In large matters, the basis 
is usually that of allowing a round sum, commensurate with the 
time and responsibility involved. 


THE CLOSING OF THE BOOKS OF THE RECEIVER. 


A receivership in the equity courts is sometimes, in the case 
of industrial companies, terminated abruptly by bankruptcy pro- 
ceedings brought within four months of the date of the receiver- 
ship. The bankruptcy law does not apply to railroads, however, 
the receivers of which are thus protected from this ungrateful 
treatment. 

Should this eventuality arise, the closing of the receiver’s 
accounts is a simple matter. It becomes necessary merely to 
transfer to the account of “The A. B. C. Corporation in receiver- 
ship” the accounts representing all the assets taken over by the 
trustee in bankruptcy, together with all the operations accounts 
of the receiver, with a proper narrative of the facts. Assuming 
that the receiver had proceeded in a circumspect manner, with 
due authority from the court, any debts incurred by him and 
remaining unpaid would constitute preferred claims against the 
assets and, being assumed as such by the trustee in bankruptcy, 
would be closed out on the receiver’s books to the credit of “The 
A. B. C. Corporation in receivership.” The final accounting of 
the receiver would be made in a form similar to those already 
discussed, the account charge and discharge being unquestion- 
ably the most appropriate form in the circumstances. 

In the vast majority of cases, however, receiverships are 
terminated (probably as to numbers of cases in the order named), 
(a) by reorganization after foreclosure; (b) by sale and liquida- 
tion; (c) by reorganization without foreclosure. For the purposes 
of this discussion the distinction between classes (a) and (b) is 
really less marked than the distinction between the first two classes 
and the last. 

The last class, viz.: reorganization without foreclosure, is the 
simplest from the point of view of accounting. Under safeguards 
satisfactory to the court and with proper provision for future 
financing, the property is merely returned to the reorganized or 
recapitalized company, after the discharge of the outstanding 
receiver's certificates, the payment, or assumption by the com- 
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pany, of the receiver’s liabilities and due provision for the 
receiver’s expenses and remuneration. The accounting procedure, 
as far as the receiver’s books are concerned, is fairly obvious. 
The record of the transactions involved in the reorganization 
naturally appears upon the books of the company. 

Turning, however, to the most numerous class of cases, viz.: 
those involving foreclosure and subsequent reorganization, the 
details are of a more interesting character. 

In these circumstances the court enters a decree of fore- 
closure and sale and appoints a special master to conduct the 
sale. In most cases a plan of reorganization has been agreed upon 
by the holders of the bonds—under the mortgage to secure which 
the foreclosure proceedings have been brought—the holders of 
bonds and securities inferior to such issue, the unsecured cred- 
itors and the stockholders, each group acting through its protec- 
tive committee. A purchasing committee, acting for all parties 
to the plan, accordingly bids in the property at the sale, subject 
to all liens prior to the issue or issues foreclosed and pays the 
purchase price, in whole or in part, by the deposit of bonds of 
the foreclosed issues. 

The special master will thereupon make a report to the court 
of the result of the sale and a decree confirming the sale will 
be entered. Under this decree the receiver will be directed to 
deliver or transfer to the purchaser or purchasers the property 
sold, and the method of distribution of the proceeds will be 
specified. The procedure as far as the receiver’s accounts are 
concerned depends entirely upon the exact terms of the sale. It 
must be remembered that the receiver is merely an officer of the 
court whose functions are fulfilled when the property is taken 
out of his hands and dealt with according to the court’s decree. 
If, therefore, under a comprehensive plan of reorganization of 
a company which has emerged successfully, under the receiver’s 
management, from insolvency into a reasonably or, it may be, 
very satisfactory condition, the purchaser undertakes to settle 
with the assenting bondholders, to provide cash for the payment 
of dissenting bondholders, to pay the expenses of the receiver- 
ship and the remuneration of the receiver, to assume the liabilities 
to unsecured creditors and to afford to the old stockholders an 
opportunity to become interested in the reorganized company 
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(generally upon payment of an assessment), it is apparent that 
the accounts of the receiver do not extend to the recording of 
the transactions involved. 

In this case the accounts of the receiver will be closed as at 
the end of a fiscal period and a final report to the court will be 
made in the same form as that previously adopted, with a refer- 
ence to the fact of the disposition of the property under the 
decrees of the court and a statement of the property so disposed 
of. The books will be closed merely by the transfer of the 
accounts, debit and credit, with a proper recital of the facts, into 
the account of “The A. B. C. Corporation in receivership.” 

Cases are frequent, however, in which the stockholders are 
entirely eliminated, the unsecured creditors receive a percentage 
of their claims and the secured creditors either realize the whole 
of their claims out of the proceeds of the sale of the mortgaged 
or pledged property, or applying such proceeds pro tanto to the 
payment of their claims, rank with the unsecured-creditors against 
the general estate for any deficiency. 


In this connection it may be permissible to note that the law, 
if invoked, will denounce the elimination or scaling down of the 
claims of general creditors in cases in which the stockholders of 
the old company are permitted to participate in the new company 
in any way which recognizes their old stock holdings. For this 
reason, therefore, the secured creditors will be unlikely to join 
the stockholders with them in any plan of reorganization unless 
the value of the property admits of the raising of sufficient cash 
or the creation of sufficient securities substantially to satisfy in 
full the claims of the unsecured creditors. This condition is an 
important factor in cases in which heavy claims stand out against 
the general estate in respect of guarantees or leases disaffirmed 
by the receiver and sought to be foreclosed by the sale of the 
property. 

In all cases, however, in which the settlement of all matters 
arising out of the receivership is not, with the approval of the 
court, covered by a comprehensive plan of reorganization, the 
court will direct that a sufficient part of the consideration for the 
property sold shall be paid in cash, and not in deposited bonds, 
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to provide for the payment of (a) the costs of the proceeding 
and the receiver’s remuneration, (b) the debts of the receiver 
and (c) preferred claims. 

In this case, as well as in the case of a receivership terminated 
by the unprotected sale of the assets, the accounting of the receiv- 
ership will proceed to the point of recording the receipt of such 
proceeds and the discharge of the expenses and liabilities referred 
to. Where the cash proceeds are specifically applicable against 
individual assets, they should be so applied and any difference 
between book and realized values carried to “profit and loss on 
realization.” Where the cash represents merely part payment 
for various parcels of property, the balance being paid by the 
deposit of bonds, the cash should be credited to an account desig- 
nated “Receipts on account of sale of assets,” and its disposition 
in the payment of the various classes of charges and liabilities 
recorded in the usual way. It appears to be unnecessary and 
inadvisable to record in the books of the receiver, except possibly 
as a memorandum, the deposit of bonds of the company against 
the purchase price of the property. The delivery or transfer of 
the property and the distribution of the proceeds among the 
secured and unsecured creditors remains in every case a matter 
of court decree which can be recorded simply by the transfer of 
all accounts, with a proper narrative, to the account of “The 
A. B. C. Corporation in receivership.” 


THE ACCOUNTING RECORDS OF THE CORPORATION AS SUCH. 


Reference has already been made to the desirability of keeping 
the books of the corporation in agreement with the books of the 
receiver as to all matters affecting the inter-relation between the 
corporation and the receiver. 

The books of the corporation should also record such recur- 
ring liabilities as interest, guarantees, rentals, etc., not taken up 
as charges by the receiver, being either extraneous to his opera- 
tions as such or actually disavowed by him. In this manner the 
books of the corporation will continue to show the liabilities which 
will require to be dealt with upon a distribution of the general 
estate or, as to certain items (e. g., interest), in the distribution 
of specific portions of the estate. 

The corporation may from time to time, at the end of its 
regular fiscal periods, issue reports to its stockholders. In the 
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case of railroad corporations this will almost invariably be done, 
but it may be omitted in receiverships of industrials. Such reports 
should be in the form of consolidation of the corporation and 
the receivership accounts, preferably, but not necessarily, stated 
separately in parallel columns and consolidated in a third column. 
In the balance-sheet, in any event, the liabilities of the corpora- 
tion prior to receivership, less such as have been paid by order 
of the court or by the liquidation of liens, should be shown in 
a separate group of figures from the liabilities of the receiver, 
as should also the accrued liabilities previously mentioned, which 
are taken up by the corporation but are not recognized by the 
receiver. The nature of these should be explained in a footnote 
to the accounts. It is hardly necessary to add that the fact of 
the property of the corporation being in the hands of a receiver 
should be very clearly expressed. 

Upon the termination of the receivership, the books of the 
corporation should be adjusted to show specifically what has 
taken place. The receiver should be charged and surplus cred- 
ited with the amount of the profit shown by the receiver's 
accounts, or vice versa in the event of a loss. Additions to 
property, less depreciation, should be credited to the receiver 
and charged to the property accounts in cases in which the latter 
have been retained in the books of the corporation. The lia- 
bilities should be adjusted to the amounts allowed by the master 
appointed by the court. The realization of the property should 
be recorded, each parcel being credited to the account of the 
receiver and charged, with a narrative of the details, to an account 
designated “Realization of property,” to which the proceeds will 
be credited, the difference being charged or credited to surplus. 
Where property is sold subject to existing liens, the accounts 
representing such liens will also be transferred to the credit 
of the “Realization of the property” account. The application of 
the proceeds to the payment of the various classes of liabilities, 
either in full or pro rata, will be recorded, the unpaid propor- 
tions, if any, being left open, meantime, on the liability accounts. 
In the event of a deficiency existing, the books will finally show 
a debit on deficit account, open credits on certain classes of 
liabilities and credit balances on the capital stock accounts. These 
will be closed one against the other. 


274 

















Accounting for Receiverships 


Where an equity remains for the stockholders, the closing 
entry made upon the dissolution of the corporation will record 
the distribution to the stockholders of the assets by which it is 
represented. 


The case of a reorganization without foreclosure presents no 
difficulties. The assets and liabilities are brought back on the 
books of the corporation by transfer from the receiver’s account, 
and the entries recording the provision of additional capital and 
the scaling down of junior securities and stocks under the plan 
are given effect to on the books of the corporation, which are 
continued as the books of the reorganized company. 


A viaration of some interest occurs in the case of New Jersey 
corporations. It is the practice, owing to certain features of 
the laws of that state, to appoint a receiver for the corporation 
in the New Jersey state courts, after a receiver has been appointed 
for the property of the corporation in the federal courts in some 
other jurisdiction. This receivership does not supersede the 
first, but is supplementary to it. The receiver under the state 
law merely takes possession of any property not in the hands 
of the federal receiver, receives any equity remaining for the 
stockholders after the discharge of the indebtedness and liqui- 
dates the company. It may even happen that the company is 
dissolved by the New Jersey courts before the termination of 
the receivership proceedings. In this case the accounting in the 
books of the former corporation is continued for the account 
of an entity described as “The stockholders of the A. B. C. Cor- 
poration, now dissolved.” The situation is somewhat anomalous, 
but the accounting procedure need not be affected in any way. 


It will be recognized that in a paper of this length it is only 
possible to touch very briefly upon the details of a subject of 
this magnitude, and it would be presumption to go too far into 
the questions of law involved. A more comprehensive idea of 
the subject from the legal point of view than can be gained from 
the text-books will probably be obtained from the very instructive 
lectures of James Byrne and Paul D. Cravath which are included 
in a series published by the Macmillan Company in a volume 
entitled Some Legal Phases of Corporate Financing, Reorganiza- 
tion and Regulation. 
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Practical Application of Theoretical canteen 
By SEyMouR WALTON 
Member, American Institute of Accountants 

A professor of natural science was once exhibiting to his 
class an experiment which demonstrated the then new principle 
that a magnet under certain conditions could produce an electric 
current. A student, who probably prided himself upon being 
intensely practical, asked him what was the use of taking the time 
to find out a purely scientific fact. The professor replied that he 
could not say whether this particular fact would ever be found 
to have much, if any, practical value, but that all scientific knowl- 
edge was valuable, since it led eventually to some practical 
application which might be of very great value. He did not 
know that his seemingly trivial experiment contained the germ 
of a theory which, properly expanded and applied, made possible 
the electric dynamo and all the wonderful developments that 
followed its invention. 

The student made the same mistake that is made by the man 
who opposes higher education for business men because he con- 
siders theory to be distinct from practice, if not opposed to it. 
He boasts that he is a practical man and not a theorist. He has 
never grasped the truth that practice is only theory carried out 
and made effective. 

Law governs the universe in which we live. Without a knowl- 
edge, more or less complete, of the laws that control mechanical 
and chemical action all the activities of the world would cease. 
A knowledge of many of these laws is gained by experience, 
before any actual law is formulated. Man found that wheat 
would not grow in the sand on the seashore—that it demanded a 
certain quality in the soil. He also found that a constant re- 
planting of the same crop in the same field exhausted the fertility 
of that field, but that its fertility could be restored by a rotation 
of crops and especially by the growing of clover and other plants. 
He had thus by a long and expensive experience discovered how 
the law operated, but he had not discovered the law itself. That 





* An address before the American Institute of Accountants at the annual meeting, 
Washington, D. C., September, 1917. 
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was the task of the scientist whom the practical man sneers at 
as a “mere theorist.” His investigations proved that certain 
plants took certain elements from the soil and that other plants 
put them back again. By thus discovering the laws that govern 
the growth of different plants, he was able to give the farmer 
information as to the kind of crop that could best be grown in his 
field and the special fertilizers that should be used to put into 
the soil some element which it lacks. The knowledge of the law 
places farming on an exact scientific basis, where it no longer 
depends on wasteful haphazard methods, 


Theory is the attempt to discover and formulate the law. It 
is first based on experience. “Science is the systematic classifica- 
tion of experience” (Lewes). “All theory, all knowledge, all the 
broad groups of science originally sprang from the experience 
gathered by man from one or another of his numerous occupa- 
tions” (Branford). 


Being based on experience, theory is able to go further and 
to illuminate a subject and give practical aid to the actual worker. 
It does this by applying the law to other activities besides those 
from which it was formulated. The fall of anapple is said to 
have caused Newton to discover the law of gravitation, but he 
was not content to confine the application of the law to the 
ordinary objects of every-day life. By applying it to all material 
objects in the universe, he made possible the modern science of 
astronomy. The experiments of natural philosophers from 
Franklin to Edison have resulted in the formulation of laws 
governing the action of electricity; and the application of these 
laws has resulted in the marvelous development in the use of 
electricity and in the establishment of enormous industries that 
have sprung up in consequence of it. Thus theory, using man’s 
limited experience, is able so to instruct man that his future 
experience broadens out into a practically unlimited field. Bran- 
ford, in speaking of this reciprocal action says, “Science has 
repaid the debt, both by rendering those who follow her teaching 
more skilled in their occupations and by actually giving rise by 
her discoveries to absolutely new types of occupations. One of 
the great conditions of human progress is this increasing recip- 
rocal relationship between occupation and science, each con- 
stantly producing and being produced by the other.” 
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The man who boasts that he is “eminently practical” does not 
appreciate the important role played by theory in the drama of 
human life. Indeed, he does not realize that he is himself a 
maker of theories. As Emerson says, “The ancestor of every 
action is a thought.” The thought that produces action does so 
by formulating a theory on which the action is based. The prac- 
tical man cannot cross a crowded city street unless he formulates 
a theory as to how a street should be crossed. As James Freeman 
Clarke says: “The merest artisan needs to theorize, i. e., to think— 
to think beforehand, to foresee ; and that must be done by the aid 
of general principles, by the knowledge of laws.” 

The practical man therefore uses theories at every turn, but 
does not recognize the fact. He is like the man who suddenly 
discovered that he had been speaking prose all his life, and had 
not known that he was doing so. 

The fact that many theories are wrong and have to be aban- 
doned is no argument against the formulation of new theories. 
Because the first few shots go wild is no reason for abandoning 
the method of firing big guns by indirect aiming. Eventually 
both shell and theory will score a hit and justify the apparent 
waste of time and effort that preceded it. The failure of the 
first theory exactly to fill all the conditions forms the basis on 
which a new theory is made more nearly correct, until one is 
reached that is completely satisfactory. 

Many years ago an eminent southern physician told the writer 
that he was satisfied that yellow fever was always communicated 
to a new victim after nightfall and never in the day-time, and 
he instanced many cases in proof of his belief. He had formed 
the theory that the germ of the disease was rendered inactive 
by light. His theory was wrong, but the facts that he had gath- 
ered in support of it, when taken in connection with the further 
fact that mosquitoes are almost entirely night insects, led to the 
great discovery that has rid the world of one of its greatest 
scourges, and has made possible the building of the Panama 
canal. Incidentally, it may also be said that this result was 
reached much more quickly in consequence of what seemed to the 
practical man the entirely useless study of the habits and char- 
acteristics of insects by the students of biology. 

Experience, therefore, is necessary to furnish the foundation 
on which theory is to be built, and theory is necessary in order 
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to guide experience to more important action. However, this 
does not mean that each individual person must have all the 
experience necessary to formulate any particular theory before 
he can adopt that theory as a working basis. Each person can 
and does accept the theories that have been formulated by those 
who have gone before him. When these theories have been thor- 
oughly tested and found to be invariably correct they are 
accepted without question; otherwise they are adopted with a 
reservation, as being the best at present available, but as subject 
to modification or complete rejection when further investigation 
seems to make such a course advisable. In the latter case it is 
called a “working hypothesis,” and is valuable as the nearest 
approximation to the truth at present. It is similar to the use 
of an arbitrary rate for the distribution of overhead expense, to 
be verified later by the actual results, or corrected by them. 


Since theory is the basis of all action, it is important that the 
practical man should have the right theory. Otherwise, without 
knowing it he will use a theory, but it is more than likely to be 
the wrong one. “Your would-be practical man, slave to that 
wildest, strangest, most impossible of all theories—the theory that 
there are no theories—ever falls victim to the surface plausibility 
of the crudest theory going” (Geddes & Thomson, in Evolution). 


As no one person can build up all the theories necessary to 
guide his practice out of his own experience, he is obliged to 
accept those which have been worked out by persons in whose 
ability and judgment he has confidence. In important cases he 
is not obliged to accept blindly the conclusions of others. He 
can test them by applying them to concrete examples and satisfy 
himself that they are sound, or that he has good grounds for 
trying to controvert them, and perhaps to substitute for them 
theories of his own. 


If these principles are thoroughly understood by the prac- 
tising accountant, or by a person who intends to become one, he 
will readily see that theoretical accounting is not a form of 
thought disjoined from the actual facts of business, but is a sum- 
mation and systematization of such facts. Accounting theory is 
the science that sets facts in order. “Science is built up with 
facts, as a house with stones. But a collection of facts is no more 
a science than a heap of stones is a house.” (Henri Poincare). 
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The man who has been practising as an accountant for many 
years and has acquired a large collection of facts from his expe- 
rience is not necessarily entitled to call himself a complete 
accountant. He must have such a knowledge of theory that he 
will be able to apply scientific laws to new facts which he will 
encounter from time to time outside his previous experience. 

This is the reason for the establishment of so many schools 
of commerce within the last few years. It has long been recog- 
nized that the educated electrical or mechanical engineer had a 
great advantage over the man whose only knowledge was obtained 
from experience, but it is only recently that the same condition 
has been seen to exist in regard to the business man. The diffi- 
culty has been that the business man looked upon science as a 
collection of curious but unrelated facts of no more practical 
value than a collection of postage stamps. It was only occasion- 
ally that he could see the truth in the last part of what E, Ray 
Lankester says: “Undoubtedly the latest scientific knowledge of 
a subject is very usually not immediately useful to those who are 
engaged in applying commercial enterprise to the same subject. 
It is, however, to be noted, over and over again, that the scientific 
discovery of one generation becomes the necessary foundation of 
some valuable commercial enterprise in the next; what was at 
one time a curiosity and of little interest, save to men of science, 
becomes after fifty years the pivot of some great industrial manu- 
facture.” 

The attitude of business men changed only when it was con- 
clusively demonstrated to them that business, like everything else 
in the universe, was governed by laws of its own, and that an 
infraction of these laws, however innocently committed, was 
bound to bring punishment in its train. Therefore, they are turn- 
ing more and more to the scientific accountant who can give 
them the benefit of his study of the laws. The accountant for 
his part is learning that he must perfect himself by constant study 
in the knowledge of the science, the theory, of his profession. 

The proper theory being evolved, the facts must correspond 
with it. It is not true, as is often said, that a mode of action 
may be “theoretically correct, but practically wrong.” If the 
theory is correct, practice must conform to it. If the practice is 
wrong, the theory on which it is founded must also be wrong. 
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A young man once went to his pastor for advice, and began 
by saying, “I know that I ought to-—,,” when the pastor inter- 
rupted him: “Stop right there; if you ought to do anything, 
you must do it.” If the young man’s theory was correct, there 
was no argument; his practice must conform to it. 

We are thus enabled to form an idea of what true education 
is. If by education we mean the cramming of a pupil’s mind 
with facts or rules, without any real conception of their meaning 
or of the relations in which they stand to each other, it is per- 
fectly safe to say that it is a waste of time. This kind of educa- 
tion fits a man for a certain groove, in which he moves in a 
routine way, a mere piece of mechanical machinery, incapable of 
independent thought or action. If confronted with a new condi- 
tion, to which his rules do not apply, he is helpless, and is liable 
to make mistakes that are disastrous, because his action is based 
on insufficient knowledge of the foundation principles underlying 
all work, whether mechanical or mental. 

True education teaches the pupil to understand these founda- 
tion principles, and to do his work intelligently, because he knows 
why he does certain things in a certain way. He is not content 
with the answer given by an instructor in a so-called business 
college, when asked the reason for a particular entry on the 
books: “You must make it that way, because that is the right 
way to make it.” He realizes that he does not really know how 
to do anything until he learns why he does it. 


The accountant should cultivate the habit of investigation. 
With Darwin, he should be able to say, “From my earliest youth 
I had the strongest desire to understand or explain whatever I 
observed—that is, to group all facts under some general laws.” 
He is fortunate, indeed, if he is born with this desire, if his mind 
is constantly on the alert, unwilling to let anything pass that is 
not understood; but if this habit is not innate it can easily be 
cultivated, until it becomes second nature. 

The accountant will find that this training of his mind to 
understand accounting theories, instead of blindly accepting them 
as the opinion of authorities however eminent, will be of great 
service to him when he is attempting to show a client why they 
should be applied to some feature of the client’s business. A 
river cannot rise higher than its source, and a man with hazy 
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ideas cannot do better than express himself in a hazy way. His 
client will want to know the arguments in favor of the proposed 
course and will not care about the authority that sanctions it. 

The accountant will also find that his habit of analysis which 
makes him investigate processes, or learn to understand the 
action of machinery, or in many ways acquire knowledge that may 
seem entirely useless to any one not directly connected with the 
practical management of a business, will help him materially 
when he is talking with a client. A manufacturer will be more 
favorably impressed by an accountant if he sees that the account- 
ant is familiar with the working of some intricate machine than 
he will be by display of a science of which he knows nothing. 

It is not pretended by the advocates of higher accounting 
education that a man may attend a technical school, whether of 
mechanical engineering or of business, and by obtaining a certain 
number of credits become, by that fact alone, a competent, prac- 
tical engineer or a thoroughly trained accountant. But it is con- 
tended that the graduate of such a school, if he has properly 
employed his time, will be in a position to make better use of the 
practical experience that comes to him than can the man who has 
had no grounding in fundamental scientific principles to guide 
him in understanding the problems that he is called upon to solve. 

The man without theoretical knowledge is like a man in a 
strange country without a map or a compass. He knows where 
he wishes to go, but he has no idea in which direction to travel, 
nor which road to take. If he is given time enough to try one 
road after another he will eventually hit upon the right one and 
reach his destination. Another man, with a good road-map, 
made by those who have traversed the same ground before, will 
go straight to his destination, and lose no time in futile explora- 
tion. So a practical business man, guided by a good working 
theory, made by those who have previously investigated the sub- 
ject, can go directly to the heart of any new situation, without 
wasting time in vain experiments. However, it must be remem- 
bered that, as the mere possession of the map will not carry the 
traveler to his destination without intelligent action on his part, 
so the mere learning of a theory will not solve the business man’s 
problems. He must know how to give it practical application, 
and this knowledge can come only through practical experience. 
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Contact of Commercial Law and Accounting* 
By B. D. Krippen 
Member, American Institute of Accountants 


Some of the first questions that arise in connection with the 
subject under consideration are these: What is commercial law as 
distinguished from the rest of the laws? What is its scope? 
What branches of the law does it cover? 


We find that every state having a C. P. A. law has among its 
requirements an examination in commercial law, some states limit- 
ing it to commercial law applicable to accounting. An examina- 
tion of the various questions in commercial law propounded by 
different state examiners shows that the range of subjects covered 
has been great indeed, including in many cases even the law of 
real property, equity, wills, administration of estates, limitations 
of actions and, occasionally, evidence—in fact, omitting only 
questions on constitutional and criminal law, admiralty, pleading, 
torts, patent law and other special branches. 

The field of business venture which comes under the ex- 
amination of accountants is so broad, however, that it is not 
astonishing that many instances have arisen in which a knowl- 
edge of the principles of all these branches of the law may be 
necessary. 

Thus, in the examination of the affairs of a large manu- 
facturing corporation, there are liable to be presented to the ac- 
countant questions involving the general as well as the statute 
laws of the state governing corporations. Next comes the law 
of contracts, relating to bills and notes, sales, agency, insurance, 
bailments, chattel mortgages, statutory and other liens, landlord 
and tenant, mortgages, etc., etc. In examining accounts of cor- 
porations constructing and building railroads a knowledge of 
real property law, as well as the state and federal statutes relat- 
ing to the duties and obligations to report to the governments as 
to the extent, nature and cost of the various branches of the 
work, is also needed. 





_* An address before the American Institute of Accountants at its annual meeting, 
Washington, D. C., September, 1917. 
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In the investigation of receiverships a knowledge of the rules 
of practice in the courts becomes necessary. 

Examinations of testamentary trusts and of the estates of 
decedents require not only a substantial knowledge of the law 
of real property, but also of the law relating to wills, descents 
and distributions, administration, partnership (both statutory and 
common law and equity), as well as practice and procedure at 
law and in chancery and in the probate courts. 

In fact, commercial law has few limitations. The great ex- 
panse of human industry and venture in commerce and business 
undertakings which are now the subject matter of the examina- 
tions of our profession gives rise to questions of law of almost 
every kind and nature. 

It may, therefore, not be improper to determine the extent to 
which the accountant should be familiar with the demands which 
are liable to be made of him with respect to a knowledge of 
commercial law. 

The matter is not as difficult as it at first appears to be. As 
in the case of every other profession, thorough and clear under- 
standing and grasp of the fundamental principles are indispensa- 
ble. A study of the history of the common law will explain 
many seeming anomalies and matters which at first seem almost 
absurd. It must be borne in mind that the common law was 
rigorous in its forms, methods and practices. It was this want 
of flexibility on its part which at an early date gave rise to the 
chancery courts. One of its fundamental principles was that 
redress for wrongs, when given, assumed the form of damages 
to be paid by the defendant, for the breach of the contract or the 
injury occurring to the plaintiff. As commerce increased, as 
civilization grew, this form of redress grew proportionally in- 
adequate, and at first the ecclesiastical courts and later the 
chancery courts took jurisdiction over such controversies in which 
the common law was inadequate to grant relief, which relief was 
yet of such nature and kind that it should in good conscience be 
enforced. 

Hence a knowledge of the equitable maxims and of the cir- 
cumstances in which courts of equity have assumed and taken 
jurisdiction will also be invaluable to the accountant. 
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Accounting—that is, the duty and obligation of one to render 
to another a full, complete and perfect statement of account of 
those matters and things which he is bound to account for—was 
at an early date taken cognizance of by the chancery courts; and, 
except in cases where the account has been stated and the balance 
agreed on, equity long ago assumed jurisdiction in all such cases 
of mutual accounts, and also in cases where accounts are all on 
one side but are complicated or intricate. 

It is, of course, out of question that an accountant should 
have an accurate knowledge of the various local statutes of the 
several states. A thorough knowledge of equity and of the com- 
mon law will quickly inform him in most instances whether the 
matter under consideration has, in all probability, been regulated 
by statute. In general, it is enough for him to know or even 
suspect that there is a statute governing the matter. No careful 
lawyer would venture to pass on any statutory law without study- 
ing it thoroughly before rendering an opinion. The cases will 
be exceedingly rare when time cannot be taken to look up a 
statute, and, while a knowledge of local statutes is, of course, 
highly advantageous, yet it is not imperative that an accountant 
should have more than a general acquaintance with them or 
knowledge of their existence. There are, however, exceptions to 
this rule. The exceptions are the statute of frauds, the negoti- 
able instrument and the bankruptcy acts. The two former have 
been enacted in most of the states of the union and are nearly 
uniform therein. Acquaintance with these acts should be mate- 
rially greater than with other statutory laws. 

Another exception is formed by the federal statutes relating 
to commerce and revenue. Neither the trend nor the substance 
of these statutes is conveyed at common law or in equity, and the 
knowledge that such statutes exist is essential. To know this 
much is ordinarily sufficient; there will always be enough time 
to look up the statutes. 

I have always thought and still think that a knowledge of the 
rules of pleading is a valuable asset to the accountant. By the 
rules of pleading is meant the rules governing the written alle- 
gations and defenses filed in a cause which constitute the issues 
joined by the parties. These rules are designed for the purpose 
of producing an accurate and definite statement of the facts and 
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for preventing the statement of incompetent, immaterial, irrele- 
vant and redundant matter. It is not the knowledge of the rules 
of pleading that is valuable to the accountant, but it is the mental 
training flowing from the study of these rules that will be of 
immense assistance to him in preparing a report of an intricate 
or extensive examination. 


Similarly, a knowledge of the rules of evidence will be ad- 
vantageous to him, especially if he be called upon to prepare a 
report which is liable to become the subject matter of his ex- 
amination and cross-examination in a court. Many a good case 
has been lost because the witness did not know how to “bring 
out” the evidence, which his client needed and the opposing attor- 
ney adriotly excluded by objections or demurrer to the evidence, 
mainly because the witness did not know how to answer the 
question. Knowledge of these rules on the part of the witness 
would in most cases have succeeded in the admission of the testi- 
mony. But it is not always the fault of the witness. 


As a general rule, there is no class of cases which a lawyer 
dislikes as much as he does those involving accounts—or rather 
a knowledge of accounting. Few lawyers understand double- 
entry bookkeeping; fewer still understand accounting, and the 
accountant, when a witness, is not infrequently asked some fear- 
ful and wonderful questions on these subjects by both the bench 
and the bar. But it is a hopeless task to try to make accountants 
out of lawyers. The chances of an institute member’s being a 
good lawyer are about 100 to 1 of a lawyer’s being a good account- 
ant. Hence, I take it, that it devolves on us in accounting cases 
of this kind first so to frame our reports that they will state 
the whole facts in simple language which a layman can under- 
stand and in unequivocal terms and logically, and, next, be pre- 
pared with the proof of the truth or falsity of the facts and be 
able to present them so that that proof will be admissible in evi- 
dence. 

It is not every examination which accountants make that finds 
its way into the court-room. In fact, the number that do so is 
small. Probably the majority of examinations undertaken are 
those made of mercantile, manufacturing and business corpora- 
tions, and the legal questions thereby presented to the accountant 
will more frequently consist of the regularity or irregularity of 
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the proceedings of the directors and the doing of ultra vires acts 
than of any other subject. Many of these questions are covered 
by a statute; and, in fact, no matter what the nature of the sub- 
ject or venture examined is, an accountant should always on 
entering on an examination familiarize himself with statutes bear- 
ing on or liable to come under his consideration touching matters 
and things ordinarily occurring in the course of business of the 
enterprise examined. No specific instructions for preparation on 
the part of the accountant with respect to knowledge of statutory 
requirements or prohibitions can be given. Questions of a nature 
little expected or anticipated may arise, and it is in such cases 
that a thorough training in the fundamental principles of the law 
will be of assistance to him. 

Probably no class of examinations requires a more thorough 
knowledge of law, equity and practice than those of estates of 
decedents, non compos and testamentary trusts. Here not alone 
familiarity with the law, but also familiarity with the requirements 
of the courts, is indispensable. The audit of an extensive testa- 
mentary trust probably requires a deeper knowledge of the law 
than any other kind of audit. It is practically impossible to audit 
such an account without a thorough knowledge of the doctrine of 
what constitutes principal and what constitutes income; what the 
respective rights of tiie life-tenant and remainderman are; what 
classes of investments are permissible to trustees; what are the 
duties of a trustee with respect to creditors, beneficiaries and 
third persons; what is and what is not a fair compensation for 
services rendered by the trustee; and what are his liabilities for 
a breach of his trust. 

In investigating the accounts of an executor or administrator, 
a knowledge of the law is also indispensable. The settlements 
and accounts are more frequently prepared by lawyers or the 
administrator himself than by accountants. The judges of pro- 
bate have as a rule little more than a very general knowledge of 
the accounting methods of charge and discharge, and, in fact, 
most orphan courts require this form of accounting. Moreover, 
as a rule, the examination of the administrators’ or executors’ 
accounts by the court is perfunctory. The court in a great meas- 
ure relies on the distributee or creditor to except to such matters 
as he may deem proper. How frequently it happens that the final 
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distributees are widows or orphans wholly ignorant of what the 
report filed in court is about, except that they understand in a 
general way that it shows what they may expect to inherit! Here 
again the accountant must know his law, and if any error of 
either commission or omission in the report escapes him that is 
the end of it. The widows and orphans suffer accordingly. 

I do not want it understood that I hold that every institute 
member should be a lawyer. That is wholly unnecessary, but it 
is necessary that he should be well versed and grounded in the 
fundamental principles of law and equity. If he has accom- 
plished this, he has all that he needs in order to equip him for 
his work; and the knowledge of these principles will direct him 
when to apply to a lawyer or the statutes for further advice and 
information. 
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Duties of the Junior Accountant 
By W. B. REyYNoLps and F, W. THoRNTON 


Part II 
CERTIFICATES 


In obtaining bank certificates the auditor should mail the 
request to the banks with his own hands. He should in no circum- 
stances trust this to clients, as they may fill out the certificates 
themselves and mail them back to the auditor, who could not 
tell whether the signatures on them were those of bank officials 
or not. In obtaining certificates as to liabilities not on the books, 
the auditor should follow some approved form which should 
include a declaration that a search had been made for all ascer- 
tainable items of debt and that they had been properly taken up. 
In obtaining certificates covering inventory the auditor should 
include in the form a declaration by the officers that nothing is 
included in the inventory which has not been duly taken up on the 
books as a purchase; that nothing is included in the inventory 
that prior to the date of audit had appeared as sales; that the 
prices in the inventory do not exceed cost or market value, which- 
ever may be the lower, and that proper provision has been made 
for obsolete, damaged or inferior goods. Certificates are auxiliary 
evidence only and do not relieve the auditor of the duty of making 
his own investigation of any matter. 


REPORTS—MATTER TO BE INCLUDED 


Reports are annexed to statements of account for the purpose 
of supplementing the information contained in the statements and 
pointing out to the client the deductions properly to be drawn 
from the figures. 

The junior accountant may not be called upon to write reports 
for submission to clients, but he probably will be required to 
submit to his senior reports on the work done, and the same 
qualities that are required in a report to a client will be desirable 
in a report to the senior accountant—indeed, some or all of the 
matter submitted by the junior might be incorporated in the report 
to the client. 

In preceding pages it repeatedly has been urged that the 
auditor in checking details should try to understand the actual 
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business transactions represented by the entries. If this has been 
done the end of the detail work should find him equipped to 
comment intelligently upon the operations. What could be more 
humiliating at this point than to make any comment which showed 
that one did not understand the work he had audited ? 

If the auditor understands thoroughly the operations of the 
client’s business, but can throw no useful light thereon, he should 
write briefly or not at all. 


The report should be arranged on such a plan as to bring into 
relief those matters in which the client will be interested. Good 
and valuable comment, buried in a mass of perfunctory remarks, is 
likely to be overlooked. Clients have not time to hunt for the 
items that interest them. The accountant should so report that 
such items stand out unmistakably. The remarks as to useless 
bulky exhibits may well be considered in connection with reports. 
It is useless, and exasperating to clients, to comment at length 
and without point on each item of the balance-sheet or other 
account. The client does not, like a newspaper, pay by the 
column. 


Your judgment of what would be useful to a client is likely 
to be the factor that finally decides your standing in the pro- 
fession. You cannot too soon cultivate that judgment. 


First consider if there are any features of the business—such 
as variations of percentages of gross profit, expenses, etc., that 
the client should have, but has not. Then consider whether any 
statistical or other information which you can properly use 
would shed any light on the efficiency of the business as compared 
with average results outside. Ascertain if possible if there are 
leaks—if the client can be helped by information (not already 
in his possession) as to the profit on separate branches of his 
business. Most important, perhaps, of all these matters is an 
inquiry into the correctness of the information which the staff of 
the client is preparing and submitting to the officers between audit 
periods. 

Remember that though you may have studied commercial law 
you report as an accountant—that though you may be an expert 
plumber you must not therefore pass upon the plumbing arrange- 
ment of the factory in which you work. The report will be 
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rendered and signed not by you but by the head of your firm. 
Probably he is not even an amateur plumber and will refuse to 
deal with other than accounting matters. 

Notwithstanding what is said in the last paragraph the account- 
ant will find that any knowledge of law or of trade, or of science 
or art will help him as accountant to find incorrect accounting and 
to instal correct methods. 

Finally the auditor must guard against rash statements or 
loose generalizations. He must be prepared to back up every 
statement made in his report by figures contained in his working 
papers. Nothing should be given as the opinion of the auditor, 
which is based on impressions, hearsay or even on actual evidence 
if such evidence could not, in case of need, be produced in 
support of the opinion expressed. 

When the report is finished, if time permits, lay it aside for a 
day, then read it over, noting whether it makes on your mind the 
impression that you wished it to make on that of the client. 

When your senior, or the head of your firm, has finally 
amended and approved the report look for the changes made in 
your own draft. These changes presumably demonstrate your 
most glaring deficiencies. Do not resent amendments—no doubt 
your seniors know best what should appear in a report. 


REpoRTS—THE STYLE 


A “literary” style is not necessary. An elaborately ornate 
style is most offensive. Colloquialisms are forbidden. Solid and 
correct English is essential. 

Perhaps the best idea of the style to be aimed at may be 
gathered from a consideration of the impression that should be 
made on the client. The accountant should appear to the client 
as an intelligent, educated, trained man, utterly dispassionate and 
disinterested, conservative, able to express clearly his opinions, 
unshakable in his intention to speak the truth as he sees it, and 
not particularly anxious to please anyone at the expense of giving 
prominence to selected facts. 

Lack of restraint of expression seems to be the most common 
fault in the reports of well educated beginners, Prolixity and 
vagueness are also common with this class of writers. Less well 
educated auditors, recruited from business offices, are more often 
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guilty of colloquial expressions, slang, bad construction of sen- 
tences, and failure to express adequately the conceptions, often 
valuable, that they have formed. 

Do not show enthusiasm or pessimism or prejudice of any 
kind. Try to adopt, and to show by your report that you have 
adopted, the mental attitude of an analyst valuing a specimen of 
mineral. 

Use short words and not many of them. Avoid both solemnity 
and flippancy. “Business English,” which often means business 
slang, is not to be used. You are supposed to follow a dignified 
profession. 


(To be continued.) 
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EDITORIAL 


The Record of the American Institute of 
Accountants 


The annual meeting of the American Institute of Accountants 
held in Washington last month afforded an opportunity to form a 
reasonably accurate estimate of the value of the organization and 
the prospects of its future development. 

The American Association of Public Accountants at its 
annual meetings during the twenty-nine years of its active exist- 
ence reported steady progress. Membership increased with almost 
unbroken regularity, although the numbers of additions were 
generally small. The committee activities of the older organiza- 
tion were beneficial and productive of good results. The growth 
of the accounting profession since 1887, when the American 
Association of Public Accountants was organized, is a clear indica- 
tion of the work which the national body did for the profession. 
In a word, the American Association of Public Accountants 
achieved the purpose for which it was created. It united the 
interests of accountants throughout the country even if it did not 
unite the accountants themselves. 


Now it is possible to look back over a year of the new organi- 
zation and to compare its accomplishments with those of its pre- 
decessor. 


Has the American Institute of Accountants justified its crea- 
tion? 
Does the prospect indicate continued progress? 
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The answer to the first question must be an unqualified affirma- 
tive. Of course, the fiscal year which ended August 3lst was 
unique. The opportunities for corporate and individual services 
of accountants were unparalleled in the earlier history of the 
country. Immediately preceding the outbreak of hostilities 
between the United States and Germany and since the declara- 
tion of war there has been a continued increase in demand for 
the advice and assistance which accountants can give. A great 
deal has been done, and many people who probably had a hazy 
idea of the scope of accountancy prior to the war have now had 
a chance to see for themselves some of the things which account- 
ants can do. Probably in the future there will never be a return 
to so general an ignorance or lack of appreciation of the value of 
accountancy as existed only a year ago. 

While it must be admitted that these facts are largely attribut- 
able to the general conditions of the country and the nation, it may 
reasonably be doubted whether the accounting profession would 
have been able to offer its services at this time-of emergency so 
readily or completely had the American Association of Public 
Accountants been the national body. 

A group of state societies must evitably be characterized by 
differences of opinion between states, and in many cases jealousies 
may be expected. With all its merits, the American Association 
of Public Accountants was, in the last analysis, only a group of 
state societies. 

The American Institute of Accountants, however, with its 
personal membership entirely irrespective of residence, presents 
the combined opinions and abilities of all its members. If there 
are differences of opinion they are between members—not between 
organizations. 

It is worthy of note that the plan of organization adopted a 
year ago has been practically unaltered. The amendments to the 
constitution approved at the meeting were not radical in any way 
and were simply designed to facilitate the work of the institute. 
There was no opposition to either amendment. 

One radical departure from the plan submitted by the com- 
mittee of the American Association of Public Accountants was 
the introduction of proxy voting, which was approved by mail 
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ballot during the year. The advantages of this change are not 
altogether apparent and we venture to predict that the time will 
come when it will be found desirable to abolish the idea. 


Two important acts of the meeting were the decision to remit 
the dues of members and associates on military or naval service 
of the United States or its allies and the appointment of a nominat- 
ing committee. The latter was not provided for in the constitu- 
tion, but seems to be desirable so as to assure proper consideration 
of all candidacies prior to election. It is particularly important 
in view of the introduction of proxy voting. 

If any accountant or other person familiar with accounting will 
take the trouble to turn to the reports of the officers, board of 
examiners or committees presented at the annual meeting in 
Washington he will find a record of achievement entirely beyond 
anything accomplished by the profession in earlier years. 

Perhaps the most remarkable features of the meeting—which 
showed most clearly the value of the institute—were the spirit 
which pervaded all the sessions and the large attendance of mem- 
bers from all parts of the country. Naturally, the war prevented 
the attendance of many persons who might have been present in 
normal years, but it was a large meeting and practically all sec- 
tions of the country were represented. 

Those who are in the habit of attending meetings of organiza- 
tions will recall that meeting rooms are generally sparsely popu- 
lated during the reading of technical papers. In Washington the 
papers were technical, but practically all members who were 
registered were present at the reading of them. There was no 
time when the rooms were noticeably empty as is so apt to be the 
case on occasions of this sort. 

Every member and every associate present seemed to take a 
personal interest in the work of the convention and to give evi- 
dence of a desire to work with and for the institute in all its 
activities. Even leaving out of consideration the remarkable 
demonstration of enthusiasm when the endowment fund was 
under discussion, the whole meeting was an occasion of hearty 
and earnest cooperation. 

This spirit of loyalty to the organization seems to us the most 
valuable feature of the meeting. Actual achievements must not be 
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forgotten, but the spirit which induced the achievements and the 
spirit which imbued the meeting are the things which will count 
in the history of the institute. 

The answer to the second question—Does the prospect indicate 
continued progress ?—may also be affirmative. It is self-evidently 
unwise to make predictions at a time when the whole structure of 
society is shaken, but those of us who believe that victory in the 
war is not far distant, and that tremendous commercial and 
financial activities will occur during the next few years, can 
foresee increase in demand for the kind of knowledge which 
accountants have and requirement for the services of far more 
accountants than are now available. The institute has a great 
task to perform to provide the men who will be needed in the 
period of commercial pressure which is near at hand. We believe 
that the institute is the right form of organization to cope with the 
demands which will be made upon it. We believe that the account- 
ing profession will respond and will be able, so far as its numbers 
permit, to perform the great task which will be forced upon it. 

There could not be a future more full of promise, nor a 
prospect more attractive than that which confronts the American 
Institute of Accountants at the beginning of its second year. 





Success of the Endowment Fund 


The most noteworthy event of the annual meeting of the 
American Institute of Accountants was the raising of approxi- 
mately a thousand dollars a minute for the endowment fund. The 
readiness of response to the appeal of Mr. Sells must have 
astonished even the chief supporters of the movement. Within 
less than an hour after the call for promises was made the chair- 
man was able to announce that the success of the venture was 
assured and that the minimum of $100,000 was in sight. 

When the plan of the fund had been briefly described by Mr. 
May and the method of collection discussed by Mr. Montgomery 
there was no thought in anyone’s mind that it would be possible 
to raise the fund then and there. The impetus given to the pro- 
posal by Mr. Sells seemed to arouse every one in the room, and 


296 











Editorial 


when the responses had ceased a sum of approximately $86,000 
was pledged, with at least another $20,000 quite positively in sight. 

Those who were present when the subscriptions were made will 
probably never forget the wonderful enthusiasm with which 
amounts ranging from $25 to $10,000 were given. With the two 
chief donations of $25,000 and $15,000 from Mr. May and Mr. 
Sells and their partners as a foundation, pledges were given from 
all parts of the room so that it was difficult to keep record of the 
amounts. It was the kind of giving which seemed to produce real 
pleasure for the giver. 

It is only a few weeks ago that some of the friends of the 
endowment fund and the plan which it comprises began to fear 
that it might not be feasible to raise the amount until the end of 
the war and proposals to postpone action were seriously dis- 
cussed. These proposals were not accepted, it is true, but there 
was sufficient force in them to merit consideration, 

What, then, was the cause of the sudden change of sentiment 
and the almost overwhelming response to the first public request 
for subscriptions? It was simply a comprehension of the pur- 
poses of the fund, which had not followed any of the literature 
on the subject, but was clearly brought out in the course of the 
oral discussion. The old theory that a spoken word carries more 
weight than a written sentence was never more aptly demonstrated. 
The personal enthusiasm of the moment appealed to every one, 
and the great importance of the things which the fund is to bring 
into being was impressed upon all who listened. 

The accountants of the country are to be congratulated that 
the plan is to succeed—and the whole business community should 
reap an advantage indirectly. The idea of placing before all mem- 
bers of the institute, however remote from the centres of activity 
and however restricted in scope of practice, the benefit of the best 
thought in the profession is one that is capable of almost infinite 
results. It may put the whole profession more nearly on a level 
than would have been possible under any other plan yet conceived. 
And anonymity in the asking and giving of advice is a feature of 
the proposal that must emphasize the appeal. The facilities of 
library, statistical department, meeting rooms, etc., are all im- 
mensely important, but to our mind the great and lasting service 
of the whole plan will be the interchange of knowledge. In effect, 


297 











The Journal of Accountancy 


any member of the institute will be able to speak on any given 
subject with the experience of the whole profession at his back. 

It is understood that an effort is to be made at once to obtain 
the amounts necessary to bring the fund to $150,000 or pledges of 
annual payments equalling 6% interest on that sum for the dura- 
tion of the war. No doubt the full amount will be raised and in 
time to come the total will almost surely reach a far greater 
amount than has yet been thought of; but the finest thing about 
the whole proposition is that immediate success is assured and the 
profession is to have with the least possible delay the benefits and 
assistance which will issue from the bureau of information and 
advice and the library and statistical department. 





Income Tax Department 


The Income Tax Department is omitted from this issue of 
THE JOURNAL OF ACCOUNTANCY on account of the uncertainty as 
to the outcome of the finance bill now before congress, and the 
consequent impracticability of criticism or discussion. In the 
November issue we hope to give a full summary of the measure 
which by that time will have become law. 
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American Institute of Accountants 
Annual Meeting 


The annual meeting of the American Institute of Accountants was 
called to order at ten A. M. Tuesday, September 18, 1917, W. Sanders 
Davies, president, presiding. 

The president’s report* was read and approved. 

The reports of the council and the executive committee were read and 
approved. 

The following amendment to the constitution was unanimously adopted : 

Constitution, article II, section 2 (c) to be amended to read as follows: 


“Accountants who shall present evidence of preliminary education satis- 
factory to the board of examiners, who shall have been in practice on their 
own account or in the employ of a practising public accountant for not less 
than five years immediately preceding the date of their application, who 
shall be recommended by the board of examiners after examination and 
elected by the council.” 

The following amendment to the by-laws was unanimously adopted: 

By-laws, article I, sec. 4, to be amended to read as follows: 

“The executive committee shall be empowered with all functions of 
the council except election of officers and members, the right to review the 
rules and regulations of the board of examiners, discipline of members, 
filling a vacancy in the executive committee and the adoption or alteration 
of a budget.” 

After discussion of the question of remitting the dues of members en- 
gaged in military service, it was resolved that the council should be directed 
to provide from the funds of the institute for the payment of dues of mem- 
bers or associates in active military or naval service of the United States 
or its allies for the duration of the present war. 

It was resolved that the committee on constitution and by-laws should 
be requested to prepare an amendment to article IV of the by-laws to the 
following effect: 

“No dues shall be payable by members or associates of the institute 
while they are engaged in the active military or naval services of the 
United States or its allies during the time of war.” 

At the request of the chairman, the chairman of the endowment com- 
mittee, George O. May, explained in some detail the plan for a library and 
statistical bureau and information service. Mr. May was followed by R. 
H. Montgomery, chairman of the committee on collection, who discussed 
the plan for a campaign throughout the country to obtain the necessary 
$150,000. 





* The report of the president appears on page 241 of this issue. 
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E. W. Sells, member of the committee on endowment, then took the 
floor and asked for subscriptions. In response to this request a total sum 
of approximately $86,000 was pledged and there were also promises of 
annual contributions on an income basis. 

It was resolved that all members present should be considered members 
of the committee on collection and the secretary was directed to notify 
members registered that they had been so appointed. 

At the suggestion of George L. Vannais there was a popular sub- 
scription to the fund in memory of Ralph Day Webb. Subscriptions were 
limited to $5.00 a member. The total subscribed was $320.00, but further 
subscriptions are expected from members not in attendance at the meeting. 

The chairman reported to the meeting that two members had been tried 
by the council on charges of unprofessional conduct and had been sus- 
pended for thirty days. 

The report of the treasurer was read for information. 

A letter from Herbert Hoover, food administrator, addressed to the 
executive committee, was read for the information of members. The 
letter called for the assistance of the institute in investigations and exam- 
inations on behalf of the food administration. 

The following resolution was proposed by Edward E. Gore and unani- 
mously adopted: : 


: 

“RESOLVED, That the American Institute of Accountants favors the 
enactment by the United States congress of an act providing for the incor- 
poration of companies engaged in inter-state commerce, and of trade, 
professional and educational associations whose activities are national in 
their scope.” 

A paper entitled Comparative Value of Personal Reputation and Con- 
ferred Degrees* was read by Carl H. Nau. 

The paper was followed by discussion. 

A paper entitled Receivership Accountingt was read by Herbert C. 
Freeman. 

Votes of thanks to the authors of both papers were unanimously 


adopted. 

The second day’s session was called to order at ten A. M., Wednesday, 
September 19th. 

The president called upon Harvey S. Chase, vice-president, to take the 
chair. 

The chairman pro tem. announced that the next business would be the 
election of officers. 

Hamilton S. Corwin nominated W. Sanders Davies to succeed himself 
as president. 

Upon motion, the nominations were closed and the secretary was 
instructed to cast one ballot for W. Sanders Davies as president. 





* See page 247 of this issue. 
t See page 254 of this issue. 
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Upon resuming the chair Mr. Davies thanked the members for their 
expression of confidence and asked for the assistance of all members 
throughout the coming year. 

Carl H. Nau, retiring vice-president, expressed the feeling that an 
unwritten law should be established and a precedent set at this time to the 
effect that a vice-president should be elected for a term of one year and 
not be considered as eligible for re-election. In accordance therewith he 
nominated as vice-presidents for the ensuing year George O. May and 
Waldron H. Rand. 

The motion was seconded by Harvey S. Chase, the other retiring vice- 
president, who supported the views expressed by Mr. Nau. 

Upon motion, the nominations were closed, and the secretary was 
instructed to cast one ballot for George O. May and Waldron H. Rand 
as vice-presidents of the American Institute of Accountants. 

W. F. Weiss nominated Adam A. Ross to succeed himself as treasurer. 

Upon motion, the secretary was instructed to cast one ballot for the 
election of Adam A. Ross as treasurer. 

The next business was the election of seven members of the institute 
to fill five-year terms on the council in place of Ralph Day Webb, deceased, 
and the following retiring members of the council: J. S. M. Goodloe, 
Elmer L. Hatter, R. C. Lloyd, J. Edward Masters, Robert H. Montgomery, 
and W. Ernest Seatree. 


The following were nominated: 

J. S. M. Goodloe, 

Elmer L. Hatter, 

J. Edward Masters, 

R. H. Montgomery, 

J. E. Matteson, 

Walter Mucklow, 

Carl H. Nau, 

Charles Neville, 

W. Ernest Seatree. 

A ballot was taken resulting as follows: 

R. H. Montgomery, 116 votes; C. H. Nau, 114 votes; J. E. Masters, 
113 votes; J. S. M. Goodloe, 111 votes; W. Ernest Seatree, 102 votes; 
Elmer L. Hatter, 94 votes; J. E. Matteson, 80 votes; Charles Neville, 58 
votes; Walter Mucklow, 55 votes. 

The chair declared Messrs. Montgomery, Nau, Masters, Goodloe, 
Seatree, Hatter and Matteson elected. 

A vacancy occurring in the two-year term of the council following the 
election of Waldron H. Rand as vice-president, nominations were called 
for. Charles Neville of Georgia and F. A. Tilton of Michigan were 
nominated. 

The ballot resulted as follows: 

Charles Neville, 88 votes. 

F. A. Tilton, 39 votes. 

The chair declared Charles Neville elected. 
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John R. Lynn of Pennsylvania and Charles O. Hall of Maryland were 
nominated as auditors for the ensuing year. 

Upon motion, the nominations were closed and the secretary was 
instructed to cast one ballot for John R. Lynn and Charles O. Hall as 
auditors. 

During the counting of the ballots R. H. Montgomery, chairman of the 
committee on federal legislation, discussed the memorandum on balance- 
sheet audits which had been adopted by the federal reserve board and 
widely circulated. 

Clinton H. Scovell objected to the pamphlet on the ground that it was 
unfavorable to the inclusion of interest in cost of production. 

Herbert G. Stockwell, J. Lee Nicholson and others discussed the ques- 
tion. 

Upon motion of J. Lee Nicholson, the president was authorized to 
appoint a committee of five from among the members of the institute to 
gather statistics and facts and opinions on the treatment of interest and 
to report at the next meeting. 

J. Lee Nicholson gave a brief summary of the work being done by the 
department of commerce and the federal trade commission in the investi- 
gation of cost of production and requested members and associates who 
were willing to do so to volunteer to assist in the work. 

Upon resumption of business in the afternoon there was further dis- 
cussion of the suggestion that accountants should serve the department 
of commerce or the federal trade commission at a nominal compensation. 

The chair stated that in a general way it was his opinion that account- 
ants undertaking this class of work should be engaged through the com- 
mittee on national defense in Washington. 

The opinion was expressed by several members that the rates men- 
tioned by Mr. Nicholson were lower than accountants could accept for any 
considerable volume of work. 

It was resolved that a committee on nominations consisting of five 
members should be appointed by the chair to prepare and present for 
consideration at the annual meeting of September, 1918, nominations for 
officers and members of the council. 

The report of the auditors was read and placed on file. 

A paper entitled Practical Application of Theoretical Knowledge* was 
read by Seymour Walton. 

This was followed by a paper entitled Contact of Commercial Law and 
Accounting,t by B. D. Kribben. 

On motion of W. Ernest Seatree, a vote of thanks to the authors of 
papers and to the annual meeting committee for its labors was unanimously 
adopted. 

The meeting adjourned. 





* See page 276 of this issue. 
t See page 283 of this issue. 


302 


| 

















American Institute of Accountants 


Council 
Meeting of September 17, 1917. 


The regular annual meeting of the council of the American Institute of 
Accountants was called to order at ten A. M., Monday, September 17, 1917. 


Minutes of the preceding meeting as printed were approved. 


Upon motion, duly seconded, the council resolved itself into a trial 
board to hear charges preferred against two members of the institute. 


The charge against both members, practising as a partnership, was that 
they had knowingly certified to a consolidated balance-sheet in which 
certain contingent liabilities were suppressed, and that balances owing by 
subsidiary companies were included in the current assets without dis- 
closure of the nature of the relationship of the debtors. 

It appeared from the evidence that in this case no ultimate harm had 
been done to the public and there had been no failure to meet the liabili- 
ties. It was admitted, however, that the balance-sheet had been wrong- 
fully prepared in so far as the above points were concerned and it was 
resolved that the two members be admonished and suspended for thirty 
days from September 17, 1917, on two charges: one, that knowing another 
firm of accountants had declined to certify the balance-sheet without dis- 
closing the facts indicated above they failed to confer with those account- 
ants, and, two, that in full knowledge of all the facts they had signed 
the balance-sheet of their own volition. 

It was further resolved that in publishing the report of the proceedings 
the names of the defendants should be omitted. 

The trial board adjourned and the council re-convened. 

The privilege of the floor was accorded to Arthur W. Teele, chairman 
of the board of examiners, and George O. May, chairman of the com- 
mittee on endowment. 

The following reports were received and ordered printed in the year- 
book : 

Report of the treasurer. 

(It was resolved that the action of the executive committee in approving 
payments in excess of some of the appropriations of the budget of 1916- 
1917 be approved.) 

Report of the secretary. 

Report of the executive committee. 

Report of the board of examiners. 

It was resolved that action in the case of an applicant for admission 
as associate concerning whom the board of examiners had not made 
recommendation should be postponed for further consideration. 
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It was resolved that Carl L. Tewksbury, of Cincinnati, Ohio, an ap- 
plicant for admission as associate and upon whose application the board 
had not taken action pending a decision as to the educational degree held 
by the applicant, should be elected an associate of the institute as of 
September 1, 1917. 

It was resolved that approval of the council be given to the proposal of 
the board of examiners that persons passing C. P. A. examinations, at 
which the questions and markings were those of the institute’s board of 
examiners, should be given credit therefor if at any subsequent time they 
should apply for admission to the American Institute of Accountants. 

The following reports were read and ordered printed in the year-book: 

Report of the committee on professional ethics. 

Report of the committee on arbitration. 

The report of the committee on budget and finance was read and 
adopted and the sums specified therein duly appropriated for the purposes 
therein set forth. 

It was resolved that there should be added to the report of the com- 
mittee on budget and finance an appropriation of $300.00 for clerical 
expenses of the treasurer’s office. The appropriation of “annual meeting, 
1918,” was amended to read “annual meeting.” 

The report of the committee on constitution and by-laws was read 
and referred to the annual meeting on the following day. 

A summary of the report of the committee on education was presented 
by the chairman of the committee and the full report was ordered printed 
in the year-book. 

The report of the committee on federal legislation was read and 
ordered printed in the year-book. 

The report of the committee on publication was read and ordered 
printed in the year-book. 

The report of the committee on state legislation was read and with 
certain amendments was ordered printed in the year-book. 

The report of the special committee on national defense was read and 
ordered printed in the year-book. 

The chairman of the committee on endowment reported orally on the 
activities of the committee and was followed by the chairman of the com- 
mittee on collection of the endowment fund, who expressed the opinion 
that the collection of the fund should take place in the last week of October. 
It was suggested that if the principal sum could not be obtained in full, 
an effort should be made to secure a sufficient number of annual sub- 
scriptions to bring the income of the fund to an amount of $9,000 per 
annum for three years. 

Further discussion of the question was left to the meeting of the 
American Institute of Accountants on the day following. 

After consideration of the payment of dues of members in military 
service it was resolved that the council recommend to the meeting of the 
institute that action be taken to remit the dues of those in active military 
or naval service of the United States or its allies. 
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The appointment of delegates to the Chamber of Commerce of the 
United States of America was left to the president with power. 

The chair appointed Edward E. Gore to represent the institute at the 
meeting on the following day in Atlantic City. 

The Michigan Association of Certified Public Accountants wrote asking 
re-consideration of the status of a member of that organization who had 
not been admitted to the American Association of Public Accountants. 

It was resolved that the application could not be considered, as the 
matter had received the full consideration of the American Association of 
Fublic Accountants and was outside the jurisdiction of the American 
Institute of Accountants. 

The secretary reported the resignation from the board of examiners of 
Frank G. Du Bois and W. D. Whitcomb. 

A letter from Herbert Hoover, food administrator, was read and 
referred to the executive committee for action. 

A motion that a committee should be appointed to consider the ad- 
visability of the creation of local chapters of the American Institute of 
Accountants was lost. 

The meeting adjourned. 





Meeting of September 20, 1917. 


The regular meeting of the council of the American Institute of 
Accountants was called to order at ten A. M., Thursday, September 70, 
1917. 

The following were elected to the executive committee: 

H. S. Corwin, 

R. H. Montgomery, 
E. W. Sells, 

J. E. Sterrett, 

W. F. Weiss. 

The following committee on professional ethics was elected: 
Carl H. Nau, Chairman. 
J. D. M. Crockett, 

J. Porter Joplin, 
T. Edward Ross, 
Charles H. Tuttle. 

Vacancies on the board of examiners were filled by the election >f the 
following members: 

For the term of three years: 

Charles S. Ludlam, 
Waldron H. Rand, 
H. Ivor Thomas. 

For the term of two years: 

George O. May (to fill the unexpired term of Frank G. Du 
Bois, resigned). 
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For the term of one year: 

John B. Niven (to fill the unexpired term of W. D. Whitcomb, 
resigned ). 

A. P. Richardson was re-elected secretary. 

E. W. Sells, chairman of the committee on budget and finance, moved 
that $1,000.00 be appropriated for the payment of dues of members and 
associates of the institute serving in the army or navy of this or allied 
countries during the period of the war and also that $2,500.00 be appro- 
priated for the expenses of the statistical bureau and library, being the 
estimated revenue from the interest.on the fund, it being understood that 
the expenditures must not exceed such revenue. 

The resolution was carried. 

It was resolved that the investment of the endowment fund be left to 
the executive committee and the committee on endowment, acting jointly. 

Upon re-assembling in the afternoon the council convened as a trial 
board to hear charges preferred against a member. 

The charges were to the effect that the member in question had certified 
to a statement of financial condition in which there had been gross infla- 
tion of inventory and to which the only attention drawn was in the form 
of a note in the narrative of the report. 

The alleged offense was committed in 1911. 

After consideration of the evidence presented by the defendant and 
counsel for the defendant, it was resolved that “the complaint be and it is 
hereby dismissed, but that this action is not to be construed as approving 
the acts complained of as admitted, or that they were in accord with the 
standards of accounting practice at the date upon which they occurred.” 

It was resolved that the name of the member concerned be omitted in 
the published report of the proceedings. 

The meeting adjourned. 
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Epitep By SEYMouR WALTON, 
(Assisted By H. A. FInney.) 
Tue INSTITUTE EXAMINATION 


II 


In attempting to answer the questions set by the American Institute of 
Accountants at the June, 1917, examination, it must be distinctly understood 
that no official standing is to be inferred, merely because the answers 
appear in this department. The board of examiners is in no way respon- 
sible for these answers and, as far as we know, may not even agree with 
them. 


ACCOUNTING THEORY AND Practice—Part 1. 


1. A, B and C formed a partnership. A agreed to furnish $10,000, 
B and C each $7,000. A was to manage the business and receive one-half 
of the profits; B and C were each to receive one-fourth. A supplied 
merchandise worth $8,500, but no additional cash. B turned over to A, 
as managing partner, $9,000 cash, and C turned over $5,500. The business 
was conducted by A for some time, but without keeping exact books. 
While managing the business A purchased additional merchandise amount- 
ing altogether to $75,000 and made sales of $100,000. The cash received 
and paid out for the partnership was not kept separate from A’s personal 
cash. In order to straighten out matters, B took over the management. 
He found receivables amounting to $20,000, and of these he collected 
$4,500. The merchandise still on hand he sold for $500. These receipts 
he deposited in a bank to the credit of the firm. The remaining accounts 
proved worthless. The outstanding accounts payable amounted to $2,000, 
of which $1,500 had been incurred in purchasing merchandise and $500 for 
expenses. These accounts he paid. A presented vouchers showing that 
during his management he had paid other expenses of $2,400. By mutual 
agreement B was held to be entitled to $100 on account of interest on 
excess capital contributed and A and C were to be charged $75.00 each 
for shortage in contribution of capital. 

(a) Prepare trading and profit and loss accounts and accounts of each 
of the partners, indicating the final adjustment to be made in closing up 
the partnership. (b) Show how the above final adjustment would be 
modified if A proved to have no assets or liabilities outside the partner- 
ship. 

Solution.—Skeleton ledger accounts will have to be set up which would 
be debited and credited for each transaction, but these are not asked for, 
nor are the working papers required. The steps taken are indicated in 
the trial balance statements. 


There are two periods to be covered—the trading period under the 
management of A and the liquidating period after B took charge. 
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At the end of the first period, there would be this: 
TRIAL BALANCE (No date given) 
A for cash from B and C_ 14,500 





From a/cs rec. 80,000 94500 
Less a/cs payable paid 73,500 
Expense 2,400 75,900 18,600.00 
A/cs rec. for sales 100,000 
Less cash paid 80,000 20,000.00 
Expense paid in cash 2,400 
Credited a/cs payable 500 2,900.00 
Merchandise from A 8,500 
purchased 75,000 83,500.00 
Sales as a/cs rec. 100,000.60 
Accounts payable for mdse. 75,000 
“ expense 500 75,500 
Less cash paid 73,500 2,000.00 
Interest charged A and C 150 
credited B 100 50.00 
A, capital, see account 8,425.00 
B “ “ ‘“ 9,100.00 
"ts “ “ iii 5,425.00 





125,000.00 125,000.00 








From this can be prepared the 


Trading Account 


Purchases 83,500.00 Sales 100,000.00 
Expense 2,900.00 Inventory 500.00 
Trading profit 14,100.00 


100,500.00 100,500.00 





No inventory of unsold merchandise being given, we are forced to 
assume the value realized by B. 


308 














Students’ Department 


Profit and Loss 


A, Capital 7,075.00 Trading profit 14,100.00 

B, Capital 3,537.50 Interest 50.00 
C, Capital 3,537.50 

14,150.00 14,150.00 

— pn 


The liquidation then takes place, involving a loss of $15,500.00 on 
accounts receivable as per the 


Realization Profit and Loss 


Loss on accounts receiv- A, capital 7,750.00 
able 15,500.00 B, capital 3,875.00 
C, capital 3,875.00 


15,500.00 15,500.00 





The condition would then be 


Cash in hands of A 18,600.00 A, capital 7,750.00 
Cash in bank B, capital 8,762.50 
from a/cs rec. 4,500 C, capital 5,087.50 
“ mdse. 500 
5,000 
Less a/cs pay. paid 2,000 3,000.00 





21,600.00 21,600.00 





If A paid, the three capital accounts would be paid off and every account 
closed. If A did not pay, there would be charged to C one-half of A’s 
net balance of $10,850.00 or $5,425.00. As this would overdraw C’s 
account, no part of the $3,000.00 cash on hand should be paid to him, but 
it should all be paid to B. On this supposition the accounts would stand 


A 10,850.00 B, capital 5,762.50 
C, capital 5,087.50 
10,850.00 10,850.00 





If A’s account is hopelessly lost, one-half of it would be charged to 
each of the other partners, leaving the accounts thus: 


Cc 337.50 B, capital 337.50 
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On the basis of A’s account being totally worthless the following would 
be the partners’ accounts: 








A 
Interest 75.00 Merchandise 8,500.00 
Liquidating loss 7,750.00 Trading profit 7,075.00 
Cash not turned over 18,600.00 Loss to B 5,425.00 
Loss to C 5,425.00 
26,425.00 26,425.00 

B 
Liquidating loss 3,875.00 Cash 9,000.00 
Loss by A 5,425.00 Interest 100.00 
Cash 3,000.00 Trading profit 3,537.50 

Balance 337.50 
12,637.50 12,637.50 
Balance 337.50 

Cc 
Interest 75.00 Cash ‘ 5,500.00 
Liquidating loss 3,875.00 Trading profit 3,537.50 
Loss by A 5,425.00 Balance 337.50 
9,375.00 9,375.00 

Balance 337.50 





2. Write a reply to the following letter and prepare a statement as 
requested therein. 


SMITH AND JONES 


Dear Sir: 


Our bank has asked us for a statement for credit purposes. Will you 
please prepare one for us? 

Our plants stand at their cost price, which is $60,400. We have set up 
a reserve for depreciation of $10,200. There is a mortgage for $20,000 on 
the plant and interest on the mortgage is at 6 per cent and is paid up to 3 
months ago. We hold $10,000 of notes receivable and have discounted 
$25,000 of notes with the bank. Our accounts receivable, which we con- 
sider good, amount to $18,000, including $3,000 due from one of our 
employees on personal account. Our trade accounts receivable are subject 
to 5 per cent discount if paid at due date, and only $1,000 is now past 
due. Our accounts in suspense amount to $4,000. I believe these are 50 
per cent good. We have ordered a new machine to cost $6,000, but it has 
not yet been delivered. We have endorsed a note for $6,000 for our 
friends, the A. B. Co., but I am confident they will take care of it when 
it is due. Our accounts payable amount to $4,200. Our insurance amounts 
to $400 a year and has six months to run. We have a note at the bank 
for $5,000, interest paid to date. We own 50 shares of stock in the com- 
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pany from which we buy raw material. They cost us $2,800 and are surely 
worth it, though we might have some difficulty in selling them in a hurry. 
Our inventory is taken at a low selling price, which is 10 per cent more 
than it cost us. The amount is $17,600. In addition we have a special 
contract for one of our customers. The contract price is $25,000. We 
have spent $12,000 on it and expect to have to spend $4,000 more, and we 
have received $10,000 on account. Our cash in bank is $4,800 and cash in 
hand $200. 

I have told you all the facts I think you need. Perhaps some are not 
required, but I want to give the bankers all the information they ought 
to have in the way they expect to get it. 

I do not, of course, expect you to accept any responsibility for the 
figures in the statement, but simply to prepare the statement in the best 
form you can from this letter. If you have any suggestions as to how I 
can better meet the bank’s requirements let me have them. 

(Signed) H. A. Smita. 


Solution. 


Messrs. SMITH & JONES, 

GENTLEMEN: In accordance with your request, I have prepared the 
statement of condition hereto attached, which will give the bank all the 
information that it desires as to your financial condition. 

This statement might have been prepared in the form technically known 
as a statement of affairs, but the form that I have used is more easily 
understood and clearly exhibits the relation between your quick assets and 
liabilities, which is the point most important to the banker. 

In presenting this statement or one made up from it, it is essential 
that you include the notes accompanying it, which are made part of it by 
the reference to them in the body of the statement. 

The statement itself is self-explanatory. 


Yours very truly, 
JouHn Doe, C.P.A. 
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SMITH & JONES 


STATEMENT OF CONDITION (Date not given) 








ASSETS: 
Fixed and slow assets: 
Plant, cost 60,400 
Less depreciation reserve 10,200 50,200 
Deduct offsetting mortgage 20,000 
Interest to date 300 20,300 29,900 
Stock in company selling us 
raw material 2,800 
Account receivable, employee 3,000 
Accounts in suspense, $4,000, 
estimated at 2,000 
Total fixed and slow assets 
Active or quick assets: 
Cash in bank and on hand 5,000 
Notes receivable 35,000 
Less notes discounted 25,000 10,000 
Accounts receivable 15,000 
Less reserve for discount, 
5% on $14,000 not yet due 700 14,300 
Inventory, priced @ 10% above cost 17,600 
Less 10% wrongly added to cost 1,600 16,000 
Special contract, original total 25,000 
Less paid on account 10,000 
Cost to complete 4,000 14,000 11,000 
Total active assets 
Total of all free assets 
LIABILITIES: 
Accounts payable 4,200 
5,000 


Notes payable 


Total unsecured liabilities 


NET WORTH, subject to conditions listed below, 





37,700 


9,200 


84,800 








The above statement is subject to change in consequence of two items 
that are not yet on the books and one that needs explanation. 
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Not yet on the books is the purchase of a new machine not yet delivered. 
This will add $6,000 to the fixed assets and will reduce the net active assets 
by an equal amount, but will not affect the total net worth. The other 
item not on the books is an endorsement of a note for $6,000 for the A. B. 
Co. which is supposed to be able to provide for it when due. If it should 
fail to do so, the net free assets and also the net worth of Smith & Jones 
would be reduced $6,000. 

We have included among the assets an item of $11,000 to be realized 
net from the special contract. While it is a quickly available asset from 
the banker’s standpoint, the adding of it to the present net worth is not 
correct from the viewpoint of the accountant, because it anticipates a 
profit not yet realized, amounting to $9,000. 














Total amount of contract 25,000 
Less cost to date 12,000 
Cost to complete, estimated 4,000 16,000 
Estimated profit, not yet realized 9,000 
———_—_—_ 
3. 
BALANCE-SHEET OF A. 
Property leases and goodwill 470,133 Capital stock 400,000 
Fixtures 81,791 Bonds 100,000 
Merchandise inventory 126,538 Sundry creditors 59.975 
Sundry debtors 54,642 Surplus 135,886 
Sinking fund assets 11,690 Pension fund 5,460 
Cash on hand 20,204 Sinking fund 11,690 
Profit and loss 51,987 
764,998 764,998 
BALANCE-SHEET OF B. 
Cash 51,195 Preferred stock 800,000 
Investments : Common stock 123,000 
Short time loans 108,000 Surplus 160,000 
Stock of A at par 100,000 Accounts payable 141,235 
Stock of C at par 20,000 Notes payable 4,728 
Bonds of company A Profit and loss 217,254 
at par (cost) 50,000 
Railroad and other 
bonds at present value 126.070 
Merchandise 366,437 
Sundry debtors 15,563 
Prepaid expense 12,715 
Goodwill and trademarks 422.900 
Plant and machinery 173,337 
1,446,217 1,446,217 
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BALANCE-SHEET OF C. 


Land and buildings 41,438 Capital stock 120,000 
Machinery 20,577 Bonds 30,675 
Merchandise 19,610 Surplus 34,000 
Office furniture 50 Dividend declared 1,650 
Cash 14,730 Accounts payable 5,879 
Accounts receivable 21,245 Profit and loss 12,343 
Goodwill at cost 81,867 
Bonds of company A, 

5,000 at cost 5,030 


204,547 204,547 


Company D is organized for the purpose of consolidating the three 
companies whose balance-sheets are given above, engaged in allied busi- 
nesses. Company D is authorized to issue $2,000,000 preferred stock and 
$350,000 common stock. It arranges to buy stock of the subsidiary com- 
panies on the following terms: 


For each share of Is offered of 
D preferred stock D common stock 
A. stock 1 share 4 share 
B. preferred 2 shares ‘ 
B. common 1 share 
C. stock 1 share 34 share 


On these terms D acquires $290,000 of A stock, all the preferred stock 
of B, $100,000 of common stock of B, and $100,000 of C stock. The 
stock’ bought was obtained from individual holders, the stock of A and C 
held by B, as well as some stock held by non-consenting stockholders, not 
being acquired. The remaining preferred stock of D was held by the 
company. The rest of the common stock authorized was sold for cash at 
-~ The expenses of organization amounted to $5,000 and were paid in 
casn. 

Of the accounts receivable held by C, $20,000 were due from B. Of 
the sundry debtors on the books of B, $5,500 were due from A. 

Company D also issues $500,000 bonds which it sells at 105 and pays 
$500,000 cash for a plant which it buys direct. 

Prepare a consolidated balance-sheet. 


Solution. A difficulty that confronts us at the outset is the determina- 
tion of the conditions that prevail in company B. In valuing its stock it 
is necessary to know whether any of the surplus and profits belong to the 
preferred stock or not. Ordinarily the common stock is entitled to all 
the surplus, after the preferred has received its agreed dividend. If this 
were the case with B it is not probable that D would give 2 shares of 
preferred for 1 of B’s and would give only share for share of the com- 
mon. The probability is that B’s preferred stock participates in the 
surplus. 

We have followed the narrative form of solution, since the setting up 
of parallel columns showing adjustments and eliminations is very difficult 
to do on the printed page. 
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In order to prepare a consolidated balance-sheet it is necessary to 
bring B’s holdings of the stock of A and C to the book values, crediting 
the increase in value to B’s surplus. This will bring the stock of A to 
$149,891, and the stock of C to $27,724, and will increase B’s surplus by 
$57,615, making it $217,615. It will also be necessary to add to B’s profits 
the dividend of $275 due on the C stock, increasing B’s profit and loss to 
$217,529. 

With these adjustments, the next step is to ascertain what D paid for 
the three companies, and what assets it received. 


Stock bought D preferred stock D common stock Total 

A stock $290,000 290,000 145,000 435,000 
B pref’d 800,000 1,600,000 1,600,000 
B common _ 100,000 100,000 100,000 
C stock 100,000 100,000 75,000 175,000 
1,990,000 320,000 2,310,000 


For this D received a portion, proportionate to the amount of stock 
acquired, of the net worth of the three companies A, B and C as repre- 
sented by their respective capitals and accumulated profits as follows: 


A B Cc Total 
Common stock 400,000 123,000 120,000 643,000 
Pref’d stock 800,000 800,000 
Surplus 135,886 217,615 34,000 387,501 
Profit and loss 51,987 217,529 12,343 281,859 
Sinking fund reserve 11,690 11,690 
599,563 1,358,144 166,343 2,124,050 


It is taken for granted that it is not necessary to explain why A’s 
sinking fund reserve is included with its surplus. 

With these values established for the three companies we find that 
D acquired the following net assets and also we obtain a basis for valuing 
the holdings of the minority stockholders. 


D Minority 
A stock 29/40 434,683 
1/40 14,989 
B stock 900/923 1,324,301 
23/923 33,843 
C stock 5/6 138,619 
1,897,603 48,832 
We have seen that D gave stock to the value of 2,310,000 
For this it received net assets of 1,897,603 
It must therefore have given for goodwill 412,397 
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Giving effect to the cash transactions of D would result thus: 





D’S CASH 
Common stock at par 30,000 Organization expense 5,000 
Bonds 500,000 Plant 500,000 
Premium on bonds 25,000 Balance on hand 50,000 
555,000 555,000 








Canceling the amount of $20,000 due from B to C, and $5,500 due from 
A to B, and carrying the bonds of A held by B and C as treasury bonds 
at cost, since it is not contemplated that they shall be canceled, the con- 
solidated balance-sheet may be prepared. 


CONSOLIDATED BALANCE-SHEET 


ASSETS 
Con- 

A B C D solidated 

Leases, trademarks & goodwill 470,133 422,900 81,867 412,397 1,387,297 
Land and buildings 41,438 41,438 
Plant and machinery 173,337 20,577 500,000 693,914 
Furniture and fixtures 81,791 50 81,841 
R. R. and other bonds 126,070 126,070 
Treasury bonds at cost 50,000 5,030 55,030 
Sinking fund assets 11,690 11,690 
Merchandise inventory 126,538 366,437 19,610 512,585 
Short time loans 108,000 108,000 
Sundry debtors 54,642 10,063 1,245 65,950 
Cash 20,204 51,195 14,730 50,000 136,129 
Prepaid expense 12,715 12,715 
Organization expense 5,000 5,000 
3,237,659 

LIABILITIES 

Capital stock preferred 1,990,000 
Capital stock common 350,000 
Bonds 100,000 30,675 500,000 630,675 
Premium on bonds 25,000 25,000 
Reserve for pensions 5,460 5,460 
Dividends due old stockholders 1,375 1,375 
Sundry creditors 54,475 121,235 5,879 181,589 
Notes payable 4,728 4,728 
Minority stockholders A 14,989 
Minority stockholders B 33,843 
3,237,659 


316 











Students’ Department 


Note. Although D bought 5/6 of the stock of C, the dividend declared 
by C does not belong to D, but to the old stockholders, because it had 
been declared before D bought the stock. 





4. A, B and C are in partnership, A’s capital being $90,000, B’s $50,000 
and C’s $50,000. Their agreement is to share profits in the following ratio: 
A, 60%; B, 15%; C, 25%. During the year C withdrew $10,000. Net 
losses on the business during the year were $15,000, and it is decided to 
close out the business. It is uncertain how much the assets will ultimately 
yield, although none of them is known to be bad. The partners therefore 
mutually agree that as the assets are liquidated, distribution of cash on 
hand shall be made monthly in such a manner as to avoid, so far as feas- 
ible, the possibility of paying to one partner cash which he might later have 
to repay to another. Collections are made as follows: May, $15,000; 
June, $13,000; July, $52,000. After this no more can be collected. Show 
the partners’ accounts, indicating how the cash is distributed in each 
instalment, the essential feature in the distribution being to observe the 
agreement given above. 


Solution. The distribution and final loss to each one would be as 
follows: 

















Total A B C 
Original capital 190,000 90,000 50,000 50,000 
Withdrawn 10,000 10,000 

180,000 90,000 50,000 40,000 
Loss during year 15,000 9,000 2,250 3,750 

165,000 81,000 47,750 36,250 
Collections May 15,000 15,000 

150,000 81,000 32,750 36,250 
Collections June 13,000 11,750 1,250 

137,000 81,000 21,000 35,000 
Collections July 52,000 30,000 8,250 13,750 

85,000 51,000 12,750 21,250 


Final loss 85,000 51,000 12,750 21,250 








The explanation and the reasons for this treatment are as follows: 


When possible, partnership liquidations should be accomplished by 
charging each partner with his proportion of losses as they develop and 
by making liquidating payments to the partners on the basis of their 
capital ratios at the time the payments are made. But in this case it is 
impossible to follow this procedure for two reasons. In the first place, 
the problem does not state any ascertained losses on realization until after 
the last payment is made; and, in the second place, A’s and C’s profit and 
loss ratios are so much in excess of their capital ratios that it is dangerous 
to make payments to them on capital ratios at first, since subsequent losses 
might more than exhaust their capitals. 
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The only safe procedure, therefore, is to distribute the cash each month 
in such a way that, if all the remaining assets are lost, the capital account 
balances will permit the loss to be borne by the partners as nearly as 
possible in their profit and loss ratios. 


After charging C’s withdrawal and distributing the loss from the first 
year’s business, the capital accounts are as follows (see statement of 
partners’ capital accounts) : 

A B Cc Total 
Capital before first distribution 81,000 47,750 36,250 165,000 
At this point $15,000 is to be 
divided reducing the capital 
to $150,000; if this should all 
be lost it should be borne (on 
profit and loss ratios) 90,000 22,500 37,500 150,000 
Since A and C are in danger of being charged with losses greater than 
their present capitals, no payments should be made to them the first month. 
Paying B the entire $15,000 will not reduce his capital to 15% (his profit 
and loss proportion) of the remaining $150,000. 

After the May distribution, the capital accounts are as follows: 

A B. Cc Total 

Capitals before June distribution 81,000 32,750 36,250 150,000 
At this point $13,000 is to be 
divided, reducing the capitals 
to $137,000; if this should all 

be lost, it should be charged : 82,200 20,550 34,250 137,000 





Excess of capital over share of 
total loss 12,200 2,000 
Excess of share of loss over 
capital 1,200 
In case of total loss A would be 
charged with $1,200 more 
than his capital; if he did not 
pay in, it would be divided 
between B and C in their 
profit and loss ratios: 
B 15/40 450 
C 25/40 750 





Their losses being thus in- 
creased, the excesses of 
their capitals over their 
possible losses are reduced to 11,750 1,250 13,000 








By distributing the $13,000 to A and B in these amounts, A’s capital is 
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left to bear as much of his share of the loss as possible, and B’s and 
C’s accounts are adjusted so that the remaining loss will be borne between 
them in their profit and loss ratios. 


A B Cc Total 
After the June distribution the 
the capital accounts are 81,000 21,000 35,000 137,000 
At this point ‘$52,000 is dis- 
tributed reducing the capital 
to $85,000; a total loss would 
be charged: 51,000 12,750 21,250 85,000 


Hence the July collection can be distributed to the three partners, reducing 
their capital ratios to their profit and loss ratios. Since the entire $85,000 
is lost, the accounts are closed by charging it off on profit and loss ratio. 


5. A machine costing $81.00 is estimated to have a life of four years, 
with a residual value of $16.00. Prepare a statement showing the annual 
charge for depreciation according to each of the following methods: 

(a) Straight line. 
(b) Constant percentage of diminishing value. 
(c) Annuity method. 

(For convenience in arithmetical calculation assume the rate of interest 
to be 10 per cent.) 

Discuss the significance of each of the methods. 

Solution. (a) Straight line is found by dividing the total depreciation 
by the number of periods, in this case 65 by 4, giving $16.25 as the annual 
amount. 

(b) Constant percentage on diminishing value. The usual formula is 


V5 
a bd 
r—l1— "2 
in which r= the rate 
n=the number of periods, 4 
v2=the residual value, $16.00 
v1 =the cost, $81.00 
16 
\ 81 
Then r=—l1— 
Since the fourth root of 16 is 2, and the fourth root of 81 is 3, 
r=1—2/3 
= 1/3 
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Annual depreciation for four years 








Cost $81.00 
Dep’n. (1/3 of $81.00) 27.00 
Balance 54.00 
Dep’n. (1/3 of $54.00) 18.00 
Balance 36.00 
Dep’n. (1/3 of $36.00) 12.00 
Balance 24.00 
Dep’n. (1/3 of $24.00) 8.00 
Balance 16.00 


The formula for finding the rate of increase in a geometrical pro- 
eression is easier than the one usually employed. By it the rate equals 
the nth root of the largest term in the series divided by the smallest term, 
n being the number of terms less 1. In this case there are 5 terms, making 
n equal 4. Therefore 


n Ss P 
r= 


substituting the known quantities: 

r = the fourth root of 81/16 or 5.0625, which is 1.5. 

Therefore the rate of increase from $16.00 is 1.5, thus: 

16 x 1% = 24; 24x1% = 36;5 36 x 1% = 54; 54x1% = 81. 

But an increasing ratio of 1% is the same as a decreasing ratio of 2/3. 
As each succeeding smaller number in the series is 2/3 of the previous 
larger number, it is found by deducting 1/3, which is therefore the desired 
rate, thus 

81 — 1/3 of 81 = 54; and 54 — 1/3 of 54 = 36; and 36 — 1/3 of 36 = 
24, and 24 —1/3 of 24 = 16 

R2—1 


(c) Annuity method. The formula for this is D—(V12=®—V2)— ——s 





in which 
D is the constant annual depreciation; 
V1 is the original value, $81.00 
R is 1 plus the rate of interest, or 1.10 (R®—1.4641) 
n is the number of periods, 4 
V2 is the residual value, $16.00 


ns ih 1.46411 
Then D = ($81.00 x 1.4641 — $16.00) + +4641 — 
— ($118.5921 — $16.00) ae 


= 102.5921 + 4.641 
— 22.10% 
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Original value $ 81.00 
Interest at 10% 8.10 
89.10 
Depreciation Ist year 22.10 
67.00 
Interest at 10% 6.70 
7..70 
Depreciation 2nd year 22.11 
51.59 
Interest at 10% 5.16 
56.75 
Depreciation 3rd year 22.10 
34.65 
Interest at 10% 3.46 
38.11 
Depreciation 4th year 22.11 
Residual value 16.00 








Note. The question arises whether it is fair to expect the examinee 
to remember exact formulas that he is not in the habit of using often, 
and even whether it is quite to be expected that he will be able to extract 
the 4th root of a given quantity, although he ought to know that the 4th 
root is the square root of the square root. Of course in this particular 
case it is easy because 81 and 16 are both 4th powers, therefore the 4th 
root of 81/16 is 3/2 by getting the 4th root of 81 and 16, instead of reduc- 
ing the fraction to 5.0625. 

However, the question may be considered fair if it is possible for a 
person who understands the principles to construct his own formulas. 

In (b) we have a descending geometrical progression beginning with 
81 reduced 4 times, ending with 16. It is easier to reverse this and con- 
sider it as an ascending geometrical progression from 16 to 81. 

It is manifest that the first term being 16, the second will be 16 multi- 
plied by the ratio of progression. As the third term must again be the 
second multiplied by the rate, it will be 16 multiplied by the square of the 
rate, the fourth will be 16 multiplied by the cube of the rate, and the 
fifth will be 16 multiplied by the fourth power of the rate. As this is 81 
we have this equation. 

16 x r* = 81. 

Dividing by 16, we have r*=81/16 and r=3/2 
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In (c) the reasoning is a little more complicated. It is again better to 
work backwards from 16. It is evident that 16 is the result of deducting 
the constant quantity D from the next previous term after that term has 
been increased by 10%, the given rate of interest, that is, 16 being called 
the first term, 

16 + D = 2nd term + 1/10 of 2nd term or 11/10 of second term. or 
dividing by 11/10 








160 + 10D 
=. = 2nd term 
11 
In the same way, the 2nd term + D will be 11/10 of the 3rd term 
160 + 10 D is 
aes ween D = 11/10 of 3rd term, or dividing by 11/10, 
1600 100 D 10 D 10 D 
a | oo =, 3rd term, or multiplying both elements of 7 
1600 + 100 D 110 D 1600 + 210 D 
by 11, gre ey Sanaa we 3rd term, 


It is hardly worth while to detail the addition of D and the division 
by 11/10 and the combining of the multiples of D for the other two terms. 
The result will be found to be 


160,000 + 46.410 D 
14,641 
Multiplying by 14.641 gives 
160,000 + 46410 D = 1185921 or 46410 D = 1025921 

Therefore D = 22.10%. 

As to the significance of each method: 

(a) This method distributes the burden of depreciation equally over 
all the years, without regard to the constantly increasing repairs, and it 
provides for no residual value. 

(b) This method starts with a heavier burden of depreciation which 
gradually diminishes, the theory being that as repairs increase on account 
of the increasing deterioration of the asset, the decreased depreciation 
tends to equalize the burden over the years. It also provides for a 
residual or scrap value, as the carrying value never reaches zero. 

(c) This method takes into consideration not only the cost of the 
asset, but also the interest on the diminishing value. As the credit to 
interest diminishes each year and the charge for depreciation remains 
constant, the net expense increases annually. In addition, few accountants 
are in favor of considering interest on the cost of fixed assets as an 


operating expense. 


= 81 the fifth and last term. 
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RETAIL BUYING, by Curnton C. Fietp, Harper & Brother, New York. 
$1.25 net. 

Retail Buying is a mine of information on the subject and at a most 
reasonable figure. It details the sources and types of merchandise in an 
entertaining and instructive way and goes into details as to rates of 
turnover, method of stock keeping, cash discounts, stock arrangement, stock 
handling, merchandising, advertising, etc., in an up-to-date manner. It 
seems to be a decided addition to the business literature of the day. It 
might with advantage be in the hands of buyers and merchants throughout 
the country. 

It is necessary, however, to draw attention to the fallacy which the 
author introduces in chapter nine. In this chapter are reprinted sugges- 
tions for the calculation of expenses (as arranged by the National Asso- 
ciation of Credit Men), in which are included the following recommenda- 
tions which are contrary to sound accounting principles: 

No. 1. Charging interest on capital invested (exclusive of real estate) ; 

No. 2. Charging rental on real estate owned and used by the merchant 


in the business; _ ; 
No. 3. Charging what one’s services would be worth as part of the 


expenses of the business. 

Such charges as those enumerated above are not duly sanctioned by 
the best accounting authorities and their promulgation tends to confuse 
the merchant. This confusion has the effect of giving the merchant a 
false idea of his expenses by considering as such expenses items which 
are actual charges (as to interest and rent) against profits and in a sense 
a penalty for not having sufficient capital to own the equipment necessary 
for one’s business. In the case of one’s own services, supervision by the 
capitalist is necessary to obtain his profit. 

One who invests, ten thousand dollars in railroad bonds, receiving 5% 
income therefrom, does not first charge his ten thousand dollars with 
6% and consider that he lost one hundred dollars when he only receives 
five hundred dollars as a return on the transaction; nor does he charge 
the value of his time in making or looking after the investment; there- 
fore, if we are to have a proper basis of comparison, items which are not 
expenses of doing business should not be so included. 

The importance of proper accounting in this respect is the reason for 
calling attention to the departure from correct accounting principles. It 
is not an uncommon practice to include such items as expenses although 
they are merely a distribution of profits. If a company distributed all its 
profits (granted a sufficiency of working capital) it would not add any- 
thing to its expense of doing business. 

An advertisement in THe JourRNAL oF ACCOUNTANCY stated that more 
than 11,900 retail merchants failed last year. Is it not reasonable to sup- 
pose that they did not know how to reckon expenses? H. C. M. 


323 








The Journal of Accountancy 


Rar 
Frank R. Brewster 


We regret to announce the death of Frank R. Brewster, member of the 
American Institute of Accountants, on Saturday, September Ist, at his 
residence in Cleveland, Ohio. 


Julius J. Anderson, C. P. A., Emil Kroeger, C. P. A., and Arch A. Imus, 
public accountants, announce their association as co-partners under the firm 
name of Anderson, Kroeger, Imus & Co., with offices at 526 Security 
Building, Minneapolis. 





It is announced that the firm name of Schultz, Comins & Brown, 82 
Beaver Street, New York, has been changed to Matthews, Brown & 
Company. The personnel of the organization remains unchanged. 





Earl G. Teeter, C. P. A., and C. A. Niquette announce the formation 
of a partnership under the firm name of Teeter and Niquette with offices 
at 30 North La Salle street, Chicago, Illinois. . 





Albert J. Watson, of Kansas City, member of the American Institute 
of Accountants, has been commissioned captain in the field artillery and 
ordered into active service. 
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